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The  research  program  of  the  Committee  for  Economic  De- 
velopment seeks  to  determine  "principles  of  business  policy 
and  of  public  policy  which  will  foster  the  full  contribution  by 
industry  and  commerce  to  the  attainment  and  maintenance  of 
high  and  secure  standards  of  living  for  people  in  all  walks  of 
life  through  maximum  employment  and  high  productivity  in  the 
domestic  economy."  (From  CED  By-Laws). 


Under  the  CED  By-Laws,  "the  Research  Director  may 
recommend  to  the  Editorial  Board  for  publication  as  a  Supple- 
mentary Paper  any  manuscript  (other  than  a  Research  Study) 
which  in  his  opinion  should  be  made  publicly  available  because 
it  constitutes  an  important  contribution  to  the  understanding  of 
a  problem  on  which  research  has  been  initiated  by  the  Research 
and  Policy  Committee."  This  Supplementary  Paper  has  been 
approved  for  publication  by  the  Editorial  Board,  and  the  funds 
for  its  publication  have  been  authorized  by  the  Research  and 
Policy  Committee,  as  required  by  the  By-Laws. 

Publication  of  this  Supplementary  Paper  does  not  neces- 
sarily constitute  endorsement  of  its  contents  by  the  Committee 
for  Economic  Development,  the  Board  of  Trustees,  the  Research 
and  Policy  Committee,  the  Research  Advisory  Board,  the  Re- 
search Staff,  or  any  member  of  any  board  or  committee,  or  any 
officer,  of  the  Committee  for  Economic  Development. 
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FOREWORD 

In  March,  1954,  the  Research  and  Policy  Committee  of  the  CED  issued  a  statement  on 
national  policy  entitled  Defense  Against  Recession:  Policy  for  Greater  Economic  Stability. 
This  policy  statement  was  the  result  of  over  a  year  of  study  by  the  Committee  and  by  a  draft- 
ing subcommittee.  The  subcommittee  was  headed  by  Fred  Lazarus,  Jr.,  President  of  Federated 
Department  Stores,  [nc,  and  made  up  of  members  of  the  Research  and  Policy  Committee  and 
several  other  CED  trustees. 

As  background  for  its  discussion  of  measures  to  limit  a  recession,  the  Committee  had  pre- 
pared for  it  a  number  of  Research  Memoranda.  These  were  working  papers  prepared  by  experts 
in  a  number  of  fields  that  the  Committee  thought  should  be  considered  as  possible  sources  for 
policies  aimed  at  preventing  recessions.  The  Memoranda  were  prepared  during  the  spring  and 
summer  of  1953-  They  were  discussed  intensively  at  a  number  of  meetings  of  the  subcommittee 
responsible  for  drafting  the  policy  statement  and  provided  much  of  the  material  for  that 
statement. 

Such  Research  Memoranda  are  a  regular  part  of  the  CED  research  process,  but  normally 
they  are  reserved  for  Committee  use  only,  in  contrast  with  CED's  Research  Studies,  which  are 
regularly  published  in  book  form.  They  are  considered  as  raw  materials  for  Committee  study 
and  not  as  polished  or  finished  documents.  In  the  present  case,  however,  considerable  out- 
side interest  has  developed  and  the  Committee  has  decided  to  publish  eleven  of  these  Re- 
search Memoranda.  They  are  presented  here  substantially  as  they  were  first  submitted  to  the 
Committee. 

In  publishing  this  CED  Supplementary  Paper,  we  believe  that  we  are  providing  to  those 
interested  in  the  problems  of  preparing  the  nation's  defenses  against  recession  an  opportunity 
to  avail  themselves  of  useful  material.  Wide  fluctuations  in   business  activity  constitute  one 
of  this  country's  most  serious  domestic  problems  and  have  important  repercussions  on  our 
foreign  relations.  They  arise  from  the  complex  interaction  of  many  economic  forces  and  no 
simple  program  for  reducing  the  swings  is  likely  to  be  successful.  Only  as  the  many  factors 
which  cause  economic  instability  are  studied  and  the  many  measures  that  might  reduce  it  are 
weighed,  both  for  effectiveness  and  cost,  will  a  satisfactory  program  emerge. 

We  wish  to  make  it  clear  that  we  do  not  regard  this  collection  of  papers    as   an   integrated 
whole  or  as  an  exhaustive  treatment  of  the  subject.  A  number  of  other  areas  of  policy  are  also 
pertinent,  and  the  papers  published  here  should  be  considered  individually. 

The  views  expressed  in  the  Research  Memoranda  included  in  this  volume  are  those  of 
the  authors.  A  number  of  the  conclusions  reached  in  these  papers  found  their  way  into  the 
statement  on  national  policy  issued  by  the  Research  and  Policy  Committee;  others  did  not. 


Statements  on  national  policy  are  the  product  and  responsibility  of  the  businessmen  on  the  Re- 
search and  Policy  Committee,  but  the  material  prepared  by  others  to  assist  the  Committee  in  its 
deliberations  is  not  necessarily  subscribed  to  by  the  members  of  the  Committee  and  they  bear  no 
responsibility  for  it. 

For  the  views  of  the  Committee  on  the  recession  problem,  you  are  referred  to  the  policy 
statement,  Defense  Against  Recession:  Policy  for  Greater  Economic  Stability,  single  copies 
of  which  are  available  free  from  the  Committee  for  Economic  Development,  444  Madison  Avenue, 
New  York  17,  N.  Y. 


HOWARD  B.  MYERS 
Director  of  Research 
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WHAT  BUSINESS  CAN  DO  TO  PREVENT  RECESSION 

h 

IRWIN    FRIEND 

Research  Professor  of  Finance 

Wharton  School  of  Finance  and  Commerce 

University  of  Pennsylvania 

This  memorandum  will  explore  as  briefly  as  possible  the  steps  business  can  take  to  help 
prevent  recession  and  to  abate  its  severity.  It  will  be  concerned  with  action  individual  firms 
can  take  for  themselves,  not  joint  action  involving  changes  in  government  or  public  policies. 
Consequently  the  steps  outlined  in  this  memorandum  as  contributing  towards  the  mitigation  of 
cyclical  disturbances  are  regarded  as  constituting  only  one  part  of  a  comprehensive  stabiliza- 
tion program  in  which  government  and  public  policies  would  be  called  upon  to  play  an  import- 
ant role.  In  the  absence  of  these  comprehensive  measures  to  control  the  more  substantial  and 
precipitous  cyclical  movements,  individual  businessmen  are  not  likely  to  attempt  many  of  the 
types  of  stabilizing  activities  open  to  them.  It  appears  doubtful,  at  least  to  the  author  of  this 
memorandum,  that  businessmen  by  themselves  can  make  more  than  a  modest  contribution  to- 
wards the  goal  of  economic  stability.  However,  it  also  seems  that  while  the  contribution  may 
be  limited,  it  is  nevertheless  highly  desirable. 

Special  emphasis  will  be  placed  in  the  following  discussion  on  appropriate  business  in- 
vestment and  financing  policies,  though  some  attention  will  also  be  paid  to  sales  promotion, 
price  and  wage  policies,  and  research  and  planning  activities.  The  focus  of  attention  has 
been  influenced  by  the  scope  of  other  memoranda  being  written  in  this  general  area. 


SHORT-RUN   INVESTMENT 

An  outstanding  characteristic  of  business  fluctuations  is  the  major  role  played  by  changes 
in  inventories.  Inventory  investment  is  the  most  volatile  component  of  total  economic  activity 
and  has  a  critical  importance  for  short-run  cyclical  developments.  Consequently  one  might  well 
inquire  first  into  inventory  policies  appropriate  for  stabilization  purposes.  Actually  the  poten- 
tial stabilizing  effects  of  inventory  policies  are  somewhat  limited  by  the  fact  that  inventories 
for  business  as  a  whole  are  geared  fairly  closely  to  (and  typically  lag  behind  movements  in) 
sales. 

That  it  is  possible  for  individual  firms  to  hold  down  their  inventories  in  boom  years  to  a 
greater  extent  than  they  do  now  can  be  seen  readily  by  comparing  inventory-sales  ratios  in  dif- 


ferent  periods.  Whether  this  curtailment  of  inventories  would  result  in  higher  or  as  high  profits 
for  the  individual  firm  as  present  inventory  policies  is  an  extremely  difficult  question  to  answer. 
While  carrying  costs  would  be  reduced  and  inventory  losses  due  to  declining  prices  avoided  at 
least  in  part  in  any  downturn,  some  sales  would  be  lost  and  inventories  might  have  to  be    re- 
plenished at  higher  prices  if  the  boom  continued. 

In  view  of  the  fact  that  such  a  high  proportion  of  business  difficulties  arise  from  excessive 
inventories,  however,  it  would  appear  reasonable  to  suppose  that  stricter  inventory  control  dur- 
ing a  boom  would  go  a  considerable  distance  towards  enhancing  the  solvency  and  perhaps  also 
the  long-run  profitability  of  many  firms.  It  is  interesting  to  note  in  this  connection  that  over  the 
past  few  decades  many  lines  of  trade  have  found  it  possible  and  desirable  to  lower  their  inven- 
tory-sales norms. 

In  recent  years  the  publication  of  current  data  on  business  inventories  by  industry  has  given 
individual  firms  an  additional  control  against  which  to  measure  the  desirability  of  further  adding 
to  stocks.  Obviously  it  is  particularly  dangerous  from  the  viewpoint  of  the  firm,  and  especially 
undesirable  from  the  viewpoint  of  economic  stability,  for  an  individual  concern  to  add  to  its 
stocks  when  the  industry's  holdings  are  already  on  the  topheavy  side.  There  is  evidence  that 
the  data  currently  published  have  been  widely  used  for  assessing  inventory  positions  in  the 
postwar  years. 

Additional  data  which  would  be  useful  to  help  guard  against  over-stocking  in  the  boom  would 
be  comprehensive  and  current  overall  inventory  data  classified  by  commodities  rather  than  by  in- 
dustries. In  lieu  of  such  information  a  number  of  manufacturing  firms  have  attempted  to  compile 
data  on  stocks  of  their  own  products  held  at  different  distributive  levels. 

If  business  is  successful  in  keeping  down  inventories  in  the  boom,  the  intensity  and  per- 
haps also  the  frequency  of  downturns  should  be  significantly  lessened  without  any  great  cost 
to  the  economy  in  lower  efficiency  or  in  any  other  obvious  manner.  Thus  to  the  extent  that  in- 
dividual firms  are  able  to  adopt  appropriate  inventory  policies,  they  will  be  making  a  substan- 
tial contribution  to  economic  stabilization.  Some  general  suggestions  for  assisting  business  in 
adopting  such  policies  will  be  mentioned  in  the  final  section  of  this  memorandum. 


LONG-RUN   INVESTMENT 

Though  not  so  important  as  inventories  for  short-run  business  fluctuations  (sometimes  re- 
ferred to  as  inventory  cycles),  investment  in  plant  and  equipment  is  generally  believed  to  play 
a  central  and  perhaps  the  decisive  role  in  the  longer-term  major  cyclical  swings.  Expenditures 
on  plant  and  equipment  are  much  more  volatile  than  economic  activity  generally  —  in  particular, 
than  expenditures  on  consumption  goods  —  reflecting  their  postponability,  their  greater  reliance 
on  borrowed  funds,  and  their  dependence  on  profit  expectations  which  can  change  virtually  over- 
night. As  a  consequence,  more  attention  has  perhaps  been  paid  to  the  potentialities  of  "regular- 


ization"  of  such  investment  than  to  any  other  actions  that  business  might  take  to  avert  or 
moderate  cyclical  disturbances. 

The  prospects  for  limited  "regularization"  of  investment  are  fairly  encouraging  if  this  is 
understood  to  mean  reducing  and  not  eliminating  the  volatility  of  business  expenditures  on 
plant  and  equipment  by  spending  relatively  less  in  boom  and  more  in  recession  than  firms  have 
historically.  More  and  more  large  firms  have  been  utilizing  long-term  capital  budgets  and  en- 
gaging in  even  longer-term  planning,  and  this  shift  in  focus  from  short-run  considerations  seems 
likely  to  aid  in  the  regularization  of  investment.  Currently  about  half  of  the  largest  non-financial 
corporations  (those  in  the  top  100)  have  capital  budgets  extending  three  years  or  more  into  the 
future  and  it  would  be  desirable  if  this  trend  toward  forward  planning  could  be  accelerated  by 
all  firms  where  it  is  at  all  feasible. 

The  extent  to  which  an  individual  firm  can  attempt  to  "regularize"  fixed  investment  with- 
out undesirable  consequences  is  a  matter  of  some  controversy.  It  has  even  been  suggested  that 
such  attempts  might  lower  the  average  level  of  investment  over  the  cycle  and  hence  interfere 
with  long-run  economic  progress.  This  type  of  reasoning,  however,  seems  quite  tenuous  since, 
as  will  be  explained  later,  there  is  at  least  as  much  reason  to  suppose  that  the  average  level 
of  investment  over  the  cycle  will  be  increased  and  the  uncertain  secular  effects  would  seem  to 
be  outweighed  by  the  cyclical  benefits. 

A  more  serious  problem  that  must  be  considered  in  connection  with  "regularization"  of 
fixed  investment  by  the  individual  firm  is  its  effect  on  profits.  There  is  reason  to  believe  that 
many  concerns  tend  to  stress  unduly  the  short-run  profit  position  so  that  there  may  be  a  ten- 
dency to  push  uneconomic  investment  in  the  boom  and  to  delay  economic  investment  in  the  re- 
cession. There  are  studies  suggesting  that  investments  made  in  the  crest  of  a  boom  involve  on 
the  average  smaller  gains  or  greater  losses  than  those  made  in  less  prosperous  periods.  Conse- 
quently, firms  might  very  well  use  shorter  pay-off  periods  than  they  now  do  as  a  basis  for  their 
investment  decisions  during  a  boom  and  lengthen  their  pay-off  periods  under  more  static  condi- 
tions. There  are  no  mechanical  devices  which  will  ensure  the  achievement  of  this  goal,  but 
the  more  general  adoption  of  some  form  of  replacement  cost  accounting  serving  to  average  out 
profits  might  help. 

It  is  clear,  however,  that  even  long-run  profits  would  not  be  enhanced  if  an  individual  firm 
went  too  far  in  the  direction  of  a  more  contracyclical  investment  policy.  How  far  it  can  go  will 
depend  on  a  variety  of  factors.  On  the  one  side,  the  prices  of  capital  goods  are  definitely  lower 
in  less  prosperous  periods,  though  sticky  wage  rates  and  prices  tend  to  limit  the  potential  sav- 
ings particularly  in  such  areas  as  construction.  Planning  and  development  of  capital  facilities 
are  likely  to  be  more  efficient  when  they  do  not  have  to  be  hurried  to  meet  a  current  and  urgent 
demand.  The  cost  of  funds,  at  least  after  the  initial  crisis,  also  tends  to  be  lower  in  such  peri- 
ods for  large  well-established  firms  which  account  for  a  high  proportion  of  total  investment; 
and  as  a  part  of  any  comprehensive  stabilization  program,  public  authorities  would  presumably 
take  measures  to  increase  further  the  availability  of  credit  under  depressed  conditions. 


On  the  other  hand  a  more  contracyclical  investment  policy  has  some  very  real  disadvan- 
tages apart  from  the  obvious  carrying  costs,  including  the  dangers  of  obsolescence  of  facili- 
ties involved  in  investment  for  an  uncertain  future  market, and  possible  changes  in  the  nature 
of  demand  for  the  goods  or  services  to  be  produced.  The  impact  of  carrying  costs  could  be 
greatly  reduced  by  appropriate  interest-rate  policy.  Perhaps  most  important  is  the  danger,  if 
the  other  major  concerns  in  the  industry  do  not  adopt  a  similar  policy,  of  competitive  inroads 
on  the  firm's  business;  these  inroads  would  be  felt  in  the  late  stages  of  a  boom  and  in  the 
first  part  of  the  downturn  though  the  position  would  be  reversed  by  the  early  stages  of  the 
upturn. 

The  relative  importance  of  these  disadvantages  as  compared  to  the  benefits  for  the  in- 
dividual firm  would  depend  on  the  type  of  concern,  the  type  of  investment,  and  the  type  of 
economic  environment.  A  firm  with  a  stable  demand  or  with  reasonably  steady  long-term 
growth  is  particularly  likely  to  benefit  from  "regularization"  of  investment.  Electric  and  gas 
utilities  with  one-sixth  of  total  current  expenditures  on  plant  and  equipment  by  United  States 
business  immediately  come  to  mind  in  this  connection  and  such  concerns  seem  to  minimize 
most  the  dangers  of  a  contracyclical  investment  policy.  However,  the  successful  adoption  of 
such  a  policy  by  utilities  might  require  some  action  by  the  public  authorities  since  their 
profits  and  directly  or  indirectly  their  investment  decisions  are  to  a  considerable  extent  de- 
termined by  the  regulatory  commissions.  It  may  be  mentioned  that  the  relatively  high  concen- 
tration of  investment  in  a  fairly  small  number  of  companies  in  a  few  major  industries  —  electric 
and  gas  utilities,  communications,  transportation,  petroleum,  chernicals,  etc.  —  should  tend  to 
facilitate  efforts  at  regularization  of  business  investment. 

The  type  of  investment  which  can  most  easily  be  evened  out  over  the  cycle  consists  of 
those  capital  goods  with  not  too  great  a  danger  of  obsolescence,  with  a  long  life,  and  par- 
ticularly those  which  are  not  urgently  required  to  meet  the  greater  capacity  demands  of  a  boom. 
Replacement  and  modernization  expenditures  (including  deferred  maintenance)  and  outlays  for 
general  non-operating  facilities  both  fall  within  this  general  category.  Cost  reduction  and 
introduction  of  new  products  much  more  than  expansion  of  existing  capacity  can  be  left  to 
periods  of  less  buoyant  activity. 

The  kind  of  economic  environment  or  the  overall  framework  in  which  the  business  must 
do  its  planning  is  of  central  importance  for  any  successful  contracyclical  action  by  individual 
firms.  If  the  severity  of  cyclical  fluctuations  (both  their  duration  and  amplitude)  is  moderated 
by  public  and  other  action,  firms  can  and  many  of  them  will  tend  to  introduce  greater  stability 
into  their  capital  programs.  The  risks  involved  in  concentrating  more  of  their  investment  in  a 
period  of  slack  in  business  activity  would  be  greatly  reduced  and  the  possibilities  for  more 
efficient  and  less  costly  planning  and  development  of  facilities  would  appear  correspondingly 
more  attractive. 

The  preceding  discussion  raises  three  basic  questions  about  the  effect  of  the  types  of 
action  recommended  on  the  economy  as  a  whole:  First,  isn't  it  true  that  attempting  to  shift 


some  investment  from  the  more  prosperous  to  less  prosperous  periods  may  be  desirable  if 
you  are  comparing  a  marked  inflation  with  a  drastic  deflation  but  may  be  ill-timed  if  you  are 
considering  the  last  stages  of  an  upturn,  as  perhaps  we  are  now  experiencing,  where  a  de- 
ferral of  investment  might  precipitate  the  downturn?  Second,  abstracting  from  these  diffi- 
culties of  timing,  what  is  gained  over  the  cycle  by  the  shift  in  investment;  i.e.,  do  we 
simply  gain  in  the  recession  what  we  lose  in  the  boom?  Third,  wouldn't  it  be  feasible  for 
firms  to  address  their  attention  to  the  maintenance  of  investment  during  periods  of  business 
weakness  without  any  curbing  of  investment  in  the  boom? 

In  connection  with  the  first  point,  it  is  clear  that  it  would  be  inadvisable  to  start  a 
contracyclical  program  of  business  investment  involving  deferral  of  capital  expenditures  at 
a  time  when  the  upturn  is  fairly  well  spent  and  most  subject  to  reversal.  It  is  probably  bet- 
ter to  initiate  such  a  program  earlier  in  the  boom  or  at  the  first  evidence  of  business  reces- 
sion, when  activation  and  stimulation  rather  than  deferral  of  projects  would  be  called  for. 
On  the  other  hand,  even  with  such  a  program  in  operation,  individual  firms  cannot  spon- 
taneously be  expected  to  time  their  capital  expenditures  nicely  with  the  economic  require- 
ments of  the  moment.  At  a  turning  point  in  business  activity,  changes  in  capital  programs 
in  the  direction  of  greater  stabilization  of  investment  would  at  least  help  to  ensure  that 
outlays  on  plant  and  equipment  will  not  dissipate  as  the  signs  of  weakness  become  evi- 
dent. However,  if  recessionary  influences  are  to  be  prevented  from  developing  in  such  a 
period,  it  would  be  necessary  to  employ  other  types  of  measures  which  can  more  readily  be 
turned  on  and  oft  —  as  illustrated,  for  example,  by  the  recent  action  of  the  Federal  Reserve 
Board  in  easing  the  supply  of  funds.  One  of  the  effects  of  this  action  obviously  would  be 
to  give  additional  incentives  to  (or  at  other  times  to  deter)  business  expansion. 

In  answer  to  the  second  question  as  to  whether  the  economy  gains  over  the  cycle  by 
this  shift  in  investment,  the  real  multiplier  of  a  dollar  of  investment  or  its  effect  on  the 
total  volume  of  business  activity  in  any  period  of  time  is  likely  to  be  higher  in  a  recession 
than  in  a  boom.  In  inflationary  periods  the  economy  is  strained,  prices  rise  and  any  moderate 
downturn  in  demand  for  capital  goods  by  business  would  probably  result  to  a  considerable 
degree  in  a  diversion  rather  than  a  drop  in  the  overall  use  of  resources  and  in  a  decline  in 
the  value  rather  than  the  volume  of  total  output.  Consumers  as  a  whole  are  more  apt  to  spend 
an  additional  dollar  of  wages  or  other  income  when  total  income  is  low  than  when  it  is  high, 
particularly  if  a  reasonably  effective  stabilization  program  minimizes  the  fear  of  any  deep  or 
prolonged  depression.  In  other  words,  there  is  reason  to  believe  that  the  total  level  of  eco- 
nomic activity  over  the  cycle  might  be  stimulated  by  the  change  in  investment  policy. 

Regarding  the  third  point,  it  may  be  true  that  firms  can  support  a  level  of  investment 
during  periods  of  business  weakness  somewhat  higher  than  they  have  historically  without 
lowering  their  investment  in  periods  of  peak  activity.  Any  such  potentialities  should  be  en- 
couraged since  it  is  undoubtedly  more  important  to  stimulate  investment  in  the  former  period 
than  to  retard  it  in  the  latter.  A  reduction  in  uncertainty  about  the  future  as  a  result  of  a 


comprehensive  stabilization  program,  more  emphasis  on  long-term  rather  than  short-run  plan- 
ning, increased  emphasis  on  research  activity  directed  towards  new  products  and  new  tech- 
nologies, and  some  modification  in  financial  policies  (which  will  be  discussed  in  the  follow- 
ing section)  might  all  contribute  to  this  end.  However,  to  the  extent  that  investment  over  the 
cycle  is  a  function  of  the  level  of  economic  activity  rather  than  its  determinant  some  "regu- 
larization"  of  investment  seems  desirable.  Moreover,  experience  suggests  that  a  consider- 
able part  of  the  investment  taking  place  in  the  boom  is  uneconomic  in  character  and  may 
deter  an  even  larger  potential  investment  because  of  the  psychological  impact  of  losses 
suffered.  As  indicated  above,  the  level  of  business  activity  over  the  cycle  might  very  well 
be  raised  by  the  deferral  of  some  investment  in  the  boom. 


FINANCIAL   POLICIES 

A  firm's  success  and  even  survival,  its  ability  and  willingness  to  maintain  production 
and  to  invest  in  fixed  or  working  capital  are  to  a  very  considerable  extent  determined  by  its 
financial  policies,  both  past  and  present.  The  financial  policies  followed  by  one  firm  are  of 
course  partly  dependent  on  the  policies  of  other  firms  —  such  as  standards  utilized  in  the 
extension  of  commercial  credit  —  and  on  the  attitudes  of  the  money  and  capital  markets 
generally.  An  individual  firm,  however,  does  have  substantial  latitude  in  its  financial  plan- 
ning and  can  through  such  policies  significantly  affect  not  only  its  own  welfare  but  together 
with  other  firms  the  severity  of  cyclical  disturbances  for  the  economy  as  a  whole. 

In  a  boom  and  particularly  in  the  later  stages  where  business  liquidity  is  customarily 
appreciably  reduced  as  a  result  of  large  capital  expenditures  and  higher  working  capital 
needs,  business  is  likely  to  resort  heavily  to  fixed-interest  obligations  for  financing  capi- 
tal requirements.  Greater  reliance  on  equity  financing  at  such  a  time  would  make  for  fewer 
cyclical  difficulties.  In  any  period  of  weakness,  a  superstructure  of  fixed  charges  not  only 
may  introduce  some  danger  of  insolvency,  but  much  more  often  acts  as  a  psychological  de- 
terrent to  business  activity  which  appears  warranted  on  purely  economic  grounds.  Business- 
men under  such  circumstances  acquire  a  penchant  for  excessive  liquidity.  The  dangers  of 
indebtedness  in  a  downturn  relate  not  only  to  servicing  but  also  to  repayment.  The  avoid- 
ance of  short-term  obligations  as  a  temporary  substitute  for  permanent  indebtedness  and 
an  appropriate  spacing  of  maturities  both  by  individual  businessmen  and  financial  insti- 
tutions would  provide  some  assistance  in  preventing  an  unduly  heavy  debt  structure.  More 
extensive  use  of  standby  commitments  in  a  period  of  boom  might  also  be  justified  since 
such  arrangements  could  perhaps  ensure  needed  liquidity  in  periods  of  weakness  without 
excessive  cost. 

Basically,  however,  there  seems  to  be  need  for  greater  reliance  on  equity  financing  in 
a  boom  when  opportunities  for  this  type  of  financing  exist  even  though  not  always  under 
terms  considered  favorable  by  a  firm  in  the  light  of  the  optimistic. expectations  of  the  period. 
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It  is  true  that  the  tax  structure  favors  debt  at  the  expense  of  equity  and  that  frequently  it  is 
more  profitable  to  employ  debt  than  any  other  form  of  financing.  Yet  there  is  reason  to  be- 
lieve that  in  appraising  the  relative  desirability  of  equity  financing  under  prosperous  condi- 
tions many  businessmen  are  inclined  to  project  the  high  earnings  and  dividends  of  the  period 
rather  than  the  lower  average  characteristic  of  a  cycle.  Consequently,  they  are  reluctant  to 
undertake  external  equity  financing  at  a  price  which  is  considered  to  "dilute  the  equity" 
even  though  no  real  dilution  may  be  involved.  A  type  of  security  which  has  gained  some 
popularity  in  recent  years  —  convertible  preferreds  —  has  much  to  commend  it  as  a  way  of 
avoiding  excessively  restrictive  obligations  without  incurring  too  great  "dilution  of  equity." 

Another  form  of  equity  financing  possible  in  a  boom  is  greater  retention  of  earnings  through 
restrictions  on  dividend  disbursements.  Obviously  from  the  viewpoint  of  stabilizing  economic 
activity  there  is  much  to  commend  a  policy  of  keeping  dividends  down  when  profits  are  buoy- 
ant, thus  permitting  the  maintenance  of  disbursements  in  periods  of  business  weakness.  To  a 
considerable  extent  corporations  have  always  followed  this  practice.  However,  the  question 
may  be  raised  as  to  whether  corporations  do  not  tend  to  raise  unduly  the  flow  of  dividends 
to  their  stockholders  in  the  late  stages  of  a  boom.  This  is  a  period  when  external  financing 
(mostly  debt  in  recent  years)  and  dividends  both  attain  a  maximum.  It  would  perhaps  be  more 
prudent  to  rely  less  on  external  indebtedness  and  more  on  internal  financing  in  such  circum- 
stances, permitting  more  liberal  dividend  policies  in  periods  of  business  weakness.  It  is 
possible  for  excessive  retention  of  earnings  to  lower  prohibitively  the  prices  of  new  stock 
issues,  if  the  flotation  of  such  issues  is  being  considered,  or  to  raise  stockholder  resent- 
ment, but  a  policy  of  relatively  low  dividends  in  a  boom  matched  or  offset  by  relatively  high 
dividends  in  a  recession  would  probably  not  be  regarded  as  detrimental  to  the  interests  of 
stockholders.  This  does  not  mean,  of  course,  that  the  average  ratio  of  retained  earnings 
should  be  raised  over  the  cycle  or  that  it  would  not  be  preferable  to  rely  more  on  external 
equity  financing  to  the  extent  feasible. 

The  stimulation  of  sounder  dividend  policies  is  another  area  which  might  be  helped  by 
the  more  general  adoption  of  some  form  of  replacement  cost  accounting,  serving  to  deflate 
book  profits  in  the  boom  and  to  raise  them  at  other  times,  thereby  helping  to  average  out 
dividend  disbursements.  The  setting  up  of  special  financial  reserves  for  lean  years  is  an 
additional  device  which  might  be  used  not  only  tor  deferring  dividends  in  good  years  and 
maintaining  them  in  other  periods  but  also  more  generally  to  curb  excessive  expenditures  in 
the  boom  and  undue  caution  at  other  times. 

A  number  of  other  financial  policies  involving  a  change  in  business  psychology  which 
might  help  to  avert  recession  could  be  mentioned,  including  liberalization  of  terms  on  which 
trade  credit  is  made  available  in  periods  of  business  weakness  associated  with  stricter 
credit  control  as  inflationary  tendencies  unfold.  All  of  these  policies  presuppose  that  an 
individual  businessman  is  willing  and  able  to  curb  his  optimism  in  a  period  of  prosperity  and 
his  pessimism  in  a  period  of  recession.  A  businessman's  inclination  to  act  in  this  manner  will 


naturally  depend  in  large  measure  on  how  convinced  he  is  that  such  action  will  not  be  detri- 
mental to  his  firm's  welfare.  As  suggested  earlier,  there  is  reason  to  believe  that  business- 
men are  too  optimistic  in  good  times,  too  pessimistic  in  bad  times,  so  that  some  contra- 
cyclical  shift  in  their  typical  behavior  might  be  expected  to  pay  dividends  to  the  individual 
firm  as  well  as  to  the  economy  generally.  It  is  difficult  to  determine  how  such  a  change 
could  be  effectuated,  though  some  of  the  steps  that  might  be  taken,  apart  from  those  already 
indicated,  will  be  considered  in  a  later  section. 

It  may  be  worthwhile  to  point  out  here,  however,  that  longer-term  financial  planning  by 
individual  firms  should  be  of  assistance  in  stimulating  activity  in  periods  of  business  weak- 
ness as  well  as  in  deterring  excesses  in  periods  of  boom. To  give  one  example,  the  projec- 
tion of  the  long-run  cost  of  capital  (as  well  as  of  average  return)  would  tend  to  make  the 
high  costs  associated  with  inflationary  conditions  a  greater  deterrent  and  the  lower  costs 
associated  with  deflationary  conditions  more  attractive. 


PRICE    AND  WAGE   POLICIES 

As  noted  in  the  introduction,  this  memorandum  will  not  go  into  any  detail  on  appropri- 
ate price  and  wage  policies  for  preventing  recession.  It  is  extremely  difficult  to  assess  or 
to  get  agreement  on  the  cyclical  effects  of  particular  policies  including  the  controversial 
question  of  the  effectiveness  of  maintaining  a  high  volume  of  business  activity  by  lowering 
prices  and  wages.  It  has  been  proposed  that  a  definite  reduction  in  prices  (and  presumably 
the  same  principle  could  be  applied  to  wages)  publicized  by  a  firm  as  applying  for  a  speci- 
fic length  of  time  would  have  the  effect  of  increasing  demand  as  a  result  of  the  lower  prices 
without  an  offsetting  reduction  in  demand  as  a  result  of  the  expectation  of  further  lowering 
of  prices.  However,  apparently  no  one  has  been  able  to  figure  out  how  such  a  proposition 
could  be  made  to  work  in  practice.  A  planned  shift  from  high-priced  to  low-priced  lines  has 
also  been  proposed  to  bolster  activity  in  any  period  of  business  weakness  though  it  seems 
doubtful  that  such  a  policy  would  have  any  marked  influence  on  aggregate  demand. 

Though  it  is  understood  that  wage,  like  price,  policies  are  being  discussed  elsewhere, 
one  suggestion  that  might  be  considered  briefly  relates  to  the  adoption  of  deferred  payment 
schemes  covering  part  of  wages.  This  might  take  the  form  of  private  unemployment  compen- 
sation or  forced  saving  plans  where  a  portion  of  a  worker's  salary  (say  some  per  cent  of 
any  amount  over  a  stipulated  minimum)  would  be  put  aside  and  either  paid  to  him  upon  in- 
voluntary separation  from  employment  or  after  a  designated  time  period.  A  private  unemploy- 
ment compensation  plan  could  give  a  firm  significant  incentive  to  maintain  employment  as 
well  as  to  supply  purchasing  power  to  unemployed  workers. 

Another  policy  that  has  some  merit  in  the  event  of  recession  would  be  to  spread  work 
as  much  as  possible  by  reducing  hours  of  employment  rather  than  numbers  of  workers.  Apart 
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from  mitigating  the  more  extreme  types  of  hardship  associated  with  unemployment,  such  a 
policy  has  the  very  definite  economic  advantage  of  stimulating  consumption  expenditure  in  a 
period  of  business  weakness  since  the  same  income  is  spread  among  a  larger  number  of 
persons,  cutting  down  on  opportunities  for  hoarding.  Obviously,  there  are  limits  to  this  policy 
set  by  the  effect  on  profits  of  the  individual  firm. 


SALES  PROMOTION,  RESEARCH  AND  PLANNING 

Of  the  remaining  activities  a  firm  can  engage  in  with  a  view  to  preventing  recession, 
three  —  sales  promotion,  research  and  planning  —  should  be  mentioned.  The  first  two  are 
largely  self-explanatory  though  it  is  not  easy  to  foretell  the  degree  of  their  effectiveness. 
Sales  promotion  in  any  periods  of  business  weakness  through  the  introduction  of  new  pro- 
ducts and  perhaps  also  intensified  advertising  campaigns  (as  well  as  appropriate  price  con- 
cessions) may  be  helpful  in  maintaining  demand.  The  introduction  of  new  products  —  e.g.,  home 
air-conditioning  systems  in  the  present  period  —  is  a  particularly  attractive  form  of  sales  pro- 
motion, tending  not  only  to  raise  the  standard  of  living  but  to  create  new  demands  only  part 
of  which  are  at  the  expense  of  old  demands.  Greater  research  efforts  under  recessionary  con- 
ditions might  not  only  have  a  small  effect  in  tending  to  alleviate  those  conditions  by  main- 
taining outlays  and  encouraging  the  development  of  new  ideas  some  of  which  may  have  im- 
mediate marketability,  but  might  also  repay  the  firm  in  building  up  a  shelf  of  salable 
products  and  processes  for  more  propitious  periods,  as  well  as  to  give  the  firm  an  unusually 
good  opportunity  for  close  scrutiny  of  its  selling  operations  and  cost  structure. 

The  third  activity  —  general  planning  —  is  especially  worthy  of  emphasis.  It  has  al- 
ready been  implied  that  long-range  planning  of  a  firm's  operations  should  have  an  appreci- 
able influence  in  ensuring  that  undue  emphasis  is  not  placed  on  current  conditions.  Simi- 
larly, more  effective  short-run  planning  should  go  a  considerable  distance  towards  preventing 
the  creation  of  serious  maladjustments  in  the  business  economy.  For  example,  a  number  of 
inventory  problems  could  be  avoided  by  following  closely  the  inventory  position  not  only  of 
the  firm  but  to  the  extent  possible  of  the  industry,  of  related  firms  at  other  distributive  levels, 
and  of  ultimate  consumers. 

The  type  of  planning  which  is  desirable  goes  beyond  the  individual  firm  and  involves 
groups  of  firms  as  well  —  regional  and  nationwide.  This  group  activity  it  may  be  noted  also 
tends  to  stimulate  internal  planning  by  more  and  more  individual  firms.  Totally  apart  from 
concrete  measures  adopted  or  stimulated  by  groups  of  firms,  there  seems  to  be  a  psychologi- 
cal advantage  in  having  a  forum  for  the  discussion  of  common  problems  —  and  perhaps  the 
single  biggest  problem  confronting  most  firms  (and  one  in  which  their  interests  are  gener- 
ally harmonious)  is  the  business  cycle.  The  comparatively  uninterrupted  and  robust  health 
of  our  postwar  economy  may  have  been  fostered  in  some  small  part  by  the  increased  atten- 
tion to  general  economic  problems  paid  by  groups  of  business  firms,  their  popularization 


as  well  as  direct  stimulation  of  the  growing  fund  of  current  economic  data  necessary  for  in- 
telligent business  decisions  and  their  dissemination  of  the  best  available  information  on  the 
fundamental  conditions  in  the  economy,  tending  to  dispel  on  several  occasions  exaggerated 
notions  of  the  extent  of  temporary  weakness  in  the  business  situation  and  on  other  occasions 
to  prevent  unwarranted  inventory  accumulation.  It  is  probably  unnecessary  to  point  out  that 
there  are  definite  limits  to  the  possibilities  of  this  type  of  planning,  including  the  deficiencies 
in  our  knowledge  about  the  causes  of  and  remedies  for  cyclical  disturbances.  Yet  there  is 
room  for  progress  in  disseminating  the  collection  of  information  we  do  have  as  well  as  in  dis- 
pelling the  basis  for  some  of  the  purely  psychological  repercussions  of  business  disturbances. 


IMPLICATIONS   FOR   CURRENT   ACTION 

This  brief  review  of  the  types  of  action  business  might  take  in  attempting  to  prevent  or 
mitigate  recession  would  be  incomplete  without  considering  the  implications  of  such  action 
for  the  current  situation.  Some  of  the  proposals  discussed  earlier  involve  longer-term  planning 
or  action  in  earlier  stages  of  prosperity  than  now  confront  us.  If  we  are  now  (July,  1953) 
fairly  close  to  a  turning  point  in  business  conditions,  it  is  particularly  important  to  avoid 
contracyclical  measures  which  attempt  to  avoid  severe  depression  by  shifting  expenditures 
from  inflationary  to  deflationary  periods  but  which  could,  if  ill-timed,  help  to  precipitate  the 
downturn.  Assuming  —  as  seems  quite  likely  from  the  available  data  —  that  we  are  in  an  ad- 
vanced state  of  the  present  boom,  what  steps  should  be  taken  now  or  in  the  near  future  in 
anticipation  of  the  onset  of  deflationary  forces? 

A  first  and  basic  step,  though  one  of  the  more  difficult  to  implement,  would  be  to  en- 
courage businessmen  to  avoid  the  excesses  of  pessimism  that  have  usually  been  associated 
with  the  appearance  of  recessionary  tendencies.  They  should  be  stimulated  to  reexamine 
their  past  policies  and  behavior  which  have  led  to  much  stricter  credit  and  investment 
standards  under  such  depressed  conditions  than  in  the  flush  of  prosperity.  This  is,  of  course, 
much  easier  said  than  done  but  enlightened  groups  of  businessmen  have  in  recent  years  made 
some  progress  along  these  lines  and  presumably  more  can  be  accomplished.  The  increased 
stress  on  long-term  planning  will  probably  be  of  some  assistance  towards  this  goal.  So  may 
the  wider  dissemination  of  economic  information,  pointing  up  growth  prospects  and  the 
areas  of  strength,  which  are  generally  overlooked  in  an  atmosphere  of  gloom,  as  well  as 
the  areas  of  weakness.  The  very  existence  of  sounding  boards  for  discussing  problems  and 
proposals  for  actions  will  help  in  some  degree  to  dispel  the  fatalism  with  which  many  busi- 
nessmen regard  depression. 

A  second  step  that  might  be  taken  at  this  time,  representing  one  of  the  most  important 
of  the  concrete  policies  open  to  an  individual  firm,  is  to  keep  down  inventory  accumulation 
as  much  as  possible  in  the  present  boom.  This  could  be  facilitated  by  wider  dissemination 
of  not  only  the  inventory-sales  ratios  of  lines  of  trade,  indicating  where  stocks  are  becoming 
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excessive,  but  also  of  information  on  inventory  policies  of  firms  which  have  been  particularly 
successful  in  controlling  their  stocks.  To  the  extent  that  excessive  accumulation  is  avoided, 
any  downturn  in  activity  should  be  mitigated.  How  far  individual  firms  can  or  should  be  en- 
couraged to  go  beyond  this  when  recessionary  influences  become  evident,  and  avoid  the  ex- 
tremes of  attempted  inventory  liquidation,  is  a  more  troublesome  question  to  answer.  A  factor 
which  could  contribute  greatly  to  (as  well  as  be  helped  by)  the  disappearance  of  drastic  in- 
ventory shakeouts  would  be  the  development  of  a  reasonably  effective  overall  stabilization 
program  in  which  businessmen  have  confidence. 

In  the  area  of  fixed  investment,  probably  not  too  much  can  or  should  be  done  about  de- 
ferring long-run  capital  expenditures  from  the  present  to  a  period  of  economic  weakness, 
unless  it  were  believed  that  the  underlying  forces  are  still  strongly  upward.  It  takes  time  to 
reverse  such  policies,  and  even  a  temporary  discouragement  of  fixed  investment  may  not  be 
too  desirable  in  a  period  when  there  is  a  strong  concensus  of  opinion  that  business  is  es- 
pecially vulnerable  to  a  change  in  underlying  conditions.  On  the  other  hand,  replacement 
and  modernization,  as  well  as  other  programs  which  have  been  deferred,  might  well  be  imple- 
mented in  any  downturn,  and  it  would  be  helpful  to  build  up  an  inventory  of  such  programs 
where  these  do  not  already  exist  as  well  as  to  complete  in  advance  as  much  of  the  planning 
as  possible. 

In  the  financial  field,  again  it  may  be  rather  late  to  accomplish  a  great  deal  at  this  stage 
of  the  cycle  by  avoidance  of  debt.  Some  good  could  still  be  achieved,  however,  by  less  re- 
liance on  debt,  particularly  short-term,  and  by  greater  resort  to  equity  financing,  both  internal 
and  external.  Thus,  the  advisability  of  further  increases  in  dividends  (as  well  as  a  number  of 
the  recent  increases)  might  well  be  questioned  where  there  is  any  doubt  about  the  firm's 
ability  to  maintain  the  new  distribution  rates  in  any  downturn. 

Of  the  other  policies  mentioned  earlier,  it  may  be  too  late  for  any  deferred  wage  scheme 
introduced  at  this  time  to  have  much  influence  in  the  next  period  of  business  weakness. 
Nevertheless,  to  the  degree  permitted  by  unions,  in  any  present  or  prospective  negotiations 
for  wage  increases  consideration  might  be  given  to  substituting  deferred  tor  current  payments, 
the  former  becoming  payable  on  involuntary  separation  from  employment.  If  it  is  necessary  for 
a  firm  to  reduce  employment,  it  would  be  desirable  to  cut  down  on  the  number  of  hours  rather 
than  the  number  of  workers  to  the  extent  practicable. 

Finally,  in  the  face  of  any  recessionary  indications  it  would  probably  be  desirable  for 
firms  to  intensify  their  sales  promotion  and  research  activities  including  especially  the 
introduction  of  new  products. 
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During  the  last  13  years,  this  country  has  carried  on  the  most  costly  war  in  history,  aided 
the  broken  nations  of  Europe,  mobilized  its  defenses  and  those  of  its  allies  on  a  global  basis, 
and  made  slow  but  steady  progress  in  raising  the  standards  of  living  of  its  people.  The  unprec- 
edented flow  of  goods  from  our  fully  employed  economy  and  the  sharp  contrast  with  the  misery 
of  the  preceding  decade  of  unutilized  resources,  helped  to  focus  the  demand  for  protection 
against  a  repetition  of  that  experience.  The  Employment  Act  of  1946  acknowledged  our  govern- 
ment's responsibility  to  achieve  and  maintain  high  employment  while  preserving  and  strengthen- 
ing our  private  enterprise  system. 

Employment  in  the  years  following  1946,  with  one  minor  interlude,  has  challenged  the 
record  of  the  war  years  and  all  prior  ideas  of  the  amount  of  unemployment  needed  in  a  dynamic 
economy.  The  power  of  an  over-riding  demand  to  secure  continued  output  and  continued  employ- 
ment, even  with  tax  burdens  which  many  expected  to  warp  incentives  for  production,  for  invest- 
ment, and  for  savings,  has  been  amply  shown.  Put  we  have  not  yet  demonstrated  what  business 
firms  can  do  or  what  government  monetary-fiscal  policy  (  as  distinct  from  direct  government  pur- 
chases and  investment)  can  do  to  maintain  high  employment  when  freedom  of  choice  rather  than 
national  security  calls  the  tune.  With  current  contraction  of  defense  expenditures  and  a  business- 
minded  administration  seeking  to  moderate  the  direct  impact  of  government  on  the  economy,  this 
new  freedom  for  private  planning  and  action  is  working  itself  out  with  somewhat  disturbing  tran- 
sitional effects.  The  conviction  that  government  can  maintain  full  employment  could  fix  fairly 
narrow  limits  within  which  future  fluctuations  of  employment  are  politically  acceptable  although 
the  Administration  has  thus  far  withstood  the  clamor  for  a  "swing"  public  works  program.  If 
private  enterprise  cannot  meet  the  challenge,  the  scope  of  government  economic  participation  will  almost 
certainly  be  broadened. 

Whatever  the  ultimate  criterion  of  politically  acceptable  performance  in  the  use  of  resources,  a 
knowledge  of  what  business  can  do,  and  what  is  necessary  to  getting  it  done,  is  important  for  we 
can  be  sure  that  the  less  business  is  able  or  willing  to  do,  the  more  government  must  extend  its 
responsibilities.  In  the  theory  that  dominated  thinking  about  this  subject  before  the  30's,  man- 
agement had  no  responsibility  for  high  employment.  Competitive  pricing  and  markets  were  con- 
sidered enough  to  insure  full  employment  and  the  failure  of  one  was  a  failure  of  the  other.  Where 
competing  business  units  are  small,  the  feasibility  of  acting  counter  to  changes  in  the  general 
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level  of  business  activity  is  all  too  readily  confined  to  government.  In  the  markets  in  which  our 
experience  is  mostly  gained,  policy  of  the  firm  is  not  dictated  by  the  immediacy  of  current  sup- 
ply and  demand.  It  is  responsive  to  future  market  considerations  as  well  as  to  markets  widely 
separated  in  space.  Its  prices  are  set,  its  commitments  are  made,  its  investments  are  planned 
and  engineered  with  reference  to  a  complex  of  considerations  that  vary  over  an  indefinite  future. 
Planning  time-periods  might  well  span  the  business  cycle. 

What  business  firms  can  do  will  not  be  immediately  apparent  to  a  management  that  has  not 
previously  regarded  the  cycle  as  amenable  to  control.  Traditions  forged  in  little-understood, 
free-wheeling,  pre-war  cycles  under  the  threat  of  financial  insolvency  may  mean  little  when 
government  policy  is  directed  to  prevent  or  to  correct  excessive  general  fluctuations.  Estab- 
lished policies  must  be  reviewed  and  alternative  policies  explored  in  the  light  of  a  new  set  of 
forces.  In  an  independent  private  enterprise  system,  we  cannot  be  certain  that  policies  will  be 
followed  that  contribute  to  economic  stability.  Only  if  business  is  cognizant  of  advantages  to 
be  gained  through  such  policies  and  only  if  the  political  and  economic  situation  is  favorable  to 
their  exercise,  will  there  be  any  assurance  of  adequate  private  response. 


ECONOMIC  STABILITY   IN  A  DYNAMIC  ECONOMY 

The  Employment  Act  set  two  goals  for  public  action  —  maximum  employment  and  the 
strengthening  of  the  private  enterprise  system.  These  objectives  were  not  defined  but  it  is  clear 
that  each  was  intended  to  modify  the  other. 

The  goal  therefore  is  clearly  not  stability  in  the  narrow  sense  of  the  term.  Our  population 
is  growing,  our  technology  is  changing,  our  living  standards  are  rising  —  dynamic  change  is  the 
tap  root  of  our  economic  system  and  we  would  not  change  it  if  we  could.  The  continued  adapta- 
tion of  goods  and  services  to  shifts  in  consumer  demand,  the  constant  pressure  for  product  and 
process  innovation  in  pursuit  of  lower  costs  and  greater  consumer  appeal  and  the  shifting  for- 
tunes of  localities  and  of  plants,  firms  and  industries  in  response  to  competitive  pressure  — 
these  fluctuations  are  the  pulse  of  our  way  of  life  and  the  source  of  our  rising  standards  of  liv- 
ing. 

To  preserve  these  productive  fluctuations,  while  preventing  the  dissipation  of  resources  in 
depression  and  the  theft  of  savings  in  inflation,  is  the  complex  objective  of  economic  stability. 
It  is  not  generally  understood.    Economic  stability  to  the  worker  is  likely  to  mean  security  in 
his  job  with  accruing  seniority  and  pension  rights.  Under  such  pressures  from  workers  and  from 
the  community,  economic  stability  is  too  often  interpreted  by  management  to  mean  steady  pro- 
duction and  steady  employment  with  a  rising  trend  for  each  individual  firm.  This  failure  to  under- 
stand the  implications  of  a  policy  of  national  economic  stability  threatens  its  successful  attain- 
ment under  private  enterprise. 
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What  can  economic  stability  properly  imply  for  the  individual  worker  or  the  individual  firm? 
To  the  worker  it  can  mean  a  reasonable  opportunity  for  employment  appropriate  to  his  talents; 
but  it  cannot  mean  assurance,  much  less  a  guarantee,  of  a  job  in  a  particular  locality  or  firm  or 
even  occupation.  To  the  firm  it  can  mean  freedom  from  the  risk  of  general  market  decline  over 
which  management  has  no  control,  but  it  cannot  mean  relief  from  the  basic  competitive  risks  of 
product  and  market  displacement.  The  individual  firm  may  seek,  and  possibly  find,  ways  and 
means  of  increasing  the  stability  of  its  own  operations  and  its  own  employment.  These  achieve- 
ments may  be  justified  by  profits,  by  improved  labor  cooperation,  or  by  better  public  relations. 
They  may  even  contribute  to  general  economic  stability.  But  they  are  not  the  necessary  fruits 
of  economic  stability,  nor  are  they  the  necessary  steps  toward  its  attainment. 

Economic  stability  in  a  dynamic  economy  is  the  stability  of  opportunity,  the  adequacy  of 
aggregate  markets.  It  does  not  imply  stability  for  the  firm,  for  the  industry  or  for  the  community; 
indeed,  if  the  dynamic  character  of  the  economy  is  to  be  preserved,  the  stability  of  the  whole 
can  rest  only  on  the  compensating  instability  of  its  component  parts.  This  conclusion  is  of  the 
greatest  importance.  It  means  that  no  peculiar  public  value  should  attach  to  the  firm  or  the  in- 
dustry that  provides  stable  employment  for  its  workers.  Certainly  there  should  be  no  public  sup- 
port or  protection  for  such  a  firm  on  this  account.  Government  support  of  greater  stability  of  em- 
ployment offered  by  the  firm,  quite  apart  from  the  gross  discrimination  inherent  in  such  sub- 
sidization, would  serve  inevitably  to  bolster  inefficiency  against  competition.  Similarly,  al- 
though an  industry,  possibly  through  its  trade  association,  would  undoubtedly  find  it  more 
feasible  to  institute  stabilizing  policies  than  an  individual  firm,  vital  public  interests  in  com- 
petition must  not  be  compromised  for  so  equivocal  a  social  gain.  The  line  between  the  coopera- 
tive ordering  of  capital  investment  and  the  effective  cartelization  of  markets  is  much  too  fine. 


PRIVATE   ACTION   AND   THE    BUSINESS   CYCLE 

How  then  can  the  individual  firm  be  expected  to  contribute  to  greater  economic  stability? 
Since  we  discard  the  possibility  of  organized  group  response,  our  criteria  of  action  are  greatly 
narrowed.  Management  occupies  a  fiduciary  relation  to  the  stockholders  of  the  firm.  It  cannot 
make  expenditures  or  executive  policies  contrary  to  their  interests.  No  matter  how  large  the 
firm,  how  varied  its  markets,  how  strong  its  financial  position,  the  individual  firm  cannot  stem 
a  general  recession  by  its  own  action  and  it  cannot  long  continue  expenditures  where  markets 
are  falling.  If  the  firm  is  to  contribute  to  general  economic  stability,  the  desired  action  must 
promise  a  profit  or  otherwise  to  strengthen  the  interest  of  the  firm. 

Studies  of  the  behavior  of  individual  firms  and  industries  during  periods  of  general  business 
fluctuations  suggest  a  major  hope  for  economic  stability  in  a  free  enterprise  economy.  That  hope 
is  in  the  underlying  diversity  of  economic  forces.  This  disparity  expresses  itself  more  obviously 
in  long-run  upward  or  downward  trends;  but  more  important  is  the  fact  that  some  economic  ser- 
ies and  some  business  profits  are  reaching  a  cyclical  peak  within  every  phase  of  the  cycle  — 
recovery,  expansion,  recession  and  depression.  Add  seasonal  variations  and  erratic  movements 
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and  the  business  cycle  becomes  a  kind  of  statistical  abstraction  which  comprehends,  within  its 
mathematically  smoothed  contours,  a  wide  variety  of  forces,   some  accelerating,  some  passive, 
and  some  actively  opposed  to  the  general  direction  of  movement  for  the  aggregate. 

A  more  rapid  readjustment  and  recovery  of  weakening  industries  while  others  are  strong 
could  mean  continuing  high  employment  for  the  whole  with  continuing  failure,  readjustment  and 
recovery  of  its  individual  parts.  Our  experience  since  the  end  of  World  War  II  is  something  of  a 
prototype.  Empty  inventory  pipelines  and  an  unprecedented  shift  of  consumers'  spending  to  non- 
durables  and  semi-durables  filled  gaps  created  by  the  slow  reconversion  of  durable  goods  in- 
dustries immediately  after  the  war;  foreign  purchases,  at  first  with  accumulated  dollars  and  later 
through  assistance  programs,  helped  to  balance  off  non-durables  as  durables,  and  especially 
construction,  expanded;  the  very  shortages  of  labor  and  of  materials,  attendant  on  reconversion 
and  amplified  by  strikes,  combined  with  a  pervasive  fear  of  imminent  economic  collapse  to  hold 
down  speculation  in  the  boom  and  spread  expansion  over  time.  A  series  of  favorable  conjunctions 
thus  kept  the  economy  as  a  whole  close  to  full  employment  while  one  industry  after  another,  hav- 
ing passed  its  peak,  entered  a  period  of  readjustment  if  not  actual  depression. 

Whatever  the  ultimate  cause  of  cycles,  there  is  general  agreement  that  the  critical  areas  of 
change  in  the  level  of  national  income  and  national  product  are  in  consumer  decisions  to  save 
more  or  less  of  disposable  income,  in  business  decisions  to  increase  or  decrease  investment, 
and  government  decisions  to  alter  government  expenditures,  or  government  revenues,  or  the  re- 
lation between  them.  Of  particular  concern  in  the  present  context  are  the  first  two.  As  standards 
of  living  rise  along  with  the  proportion  of  durable  goods  in  consumer  expenditures,  the  latter 
are  increasingly  sensitive  to  forces  other  than  available  income.  The  indirect  impact  of  business 
policies  (pricing,  advertising,  new  product  development),   designed  to  stimulate  consumer  ex- 
penditures, on  the  maintenance  of  high  employment  gains  new  significance. 

But  business  investment  is  still  the  key  factor  in  cyclical  change.  Decisions  to  increase 
new  equipment  and  facilities  (including  houses)  usually  call  for  added  production  and  employ- 
ment in  addition  to  increasing  incomes  that  may  stimulate  still  further  additions  to  output.  This 
new  investment  is  inherently  more  effective  than  added  incomes  in  maintaining  high  employment. 
The  purchase  of  new  equipment,  however,  often  depends  on  anticipated  sales  of  the  products  it 
can  turn  out  and  the  size  and  durability  of  the  existing  stock  and  a  small  shift  in  these  expecta- 
tions can  bring  a  much  more  abrupt  change  in  investment  than  can  be  accommodated  by  changes 
in  the  volume  of  desired  savings  or  the  mobility  of  labor  in  the  capital-goods  industries.  Economic 
tides  are  set  in  motion  serving  cumulatively  to  expand  or  to  contract  income  and  employment. 

Were  it  possible  for  management  to  pursue  the  economic  interests  of  the  firm  without  regard 
to  fluctuations  in  the  general  level  of  business  activity,  the  basic  disparity  of  economic  forces 
noted  above  should  reinforce  the  randomness  of  economic  effects  and  thereby  contribute  to  eco- 
nomic stability.  A  firm  might  concentrate  on  its  marketing  and  sales  policies  to  stimulate  con- 
sumer expenditures  and  enlarge  its  share  of  the  market.  The  net  effect  of  these  policies  on  total 
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employment  and  incomes,  however,  would  depend  upon  whether  they  succeeded  in  initiating  a 
general  increase  in  total  consumer  expenditures.  Alternatively,  and  with  greater  certainty  of 
economic  effect,  the  firm  might  take  advantage  of  a  lull  in  sales  pressure  to  make  investments 
in  plant  and  equipment  which  are  known  to  be  needed  for  the  long  pull. 

To  make  a  capital  outlay  in  the  face  of  declining  business  (except  for  replacements  essen- 
tial to  the  continued  operation  of  the  plant),  requires  faith  that  the  recession  will  be  mild  and 
short-lived,  knowledge  of  investment  needs  for  the  long-run  development  of  the  firm,  and  plan- 
ning foresight  for  the  provision  of  the  funds  needed  to  carry  out  the  investment.  Whatever  the 
temptation  might  be  to  regard  this  policy  from  a  counter-cyclical  viewpoint  (and  there  are 
firms  that  made  heavy  and  advantageous  investments  in  the  depths  of  depression),  it  is  reason- 
ably certain  that  investments  cannot  be  engineered  to  fit  the  business  cycle.  In  the  first  place 
there  is  no  forecasting  method  which  will  predict  when  and  with  what  severity  a  cyclical  change 
will  take  place.  The  situation  in  future  will  differ  markedly   from  that  in  the  past  for  government 
is  now  committed  to  marshall  its  economic  strength  for  the  maintenance  of  maximum  employment, 
with  some  expectation  that  major  fluctuations  can  be  avoided  entirely.  And  though  substantial 
price  changes  did  occur  in  past  depressions,  stronger  unionization,  wider  unemployment  insur- 
ance, farm  support  prices  and  other  structural  defenses  against  secondary  depression  argue 
against  any  marked  future  advantage  in  depressed  prices  even  if  depression  comes.  An  invest- 
ment project  needed  to  strengthen  the  competitive  position  of  a  firm  could  not  be  deferred  in- 
definitely for  a  recession  that    might  never  come,  and  prospectively  there  would  be  little  cost 
incentive  for  the  move  even  if  it  were  feasible. 

A  practical  business  investment  policy  adapted  to  the  probability  that  major  business 
fluctuations  can  be  avoided  must  therefore  be  non-cyclical  rather  than  counter-cyclical.  Invest- 
ment decisions  would  be  determined  by  the  growth  prospects  of  the  industry  and  the  competitive 
position  of  the  firm  and  not  by  fear  of  economic  collapse.  This  does  not  mean  uniform  annual 
capital  outlays  —  many  capital  projects  are  "lumpy"  —  nor  does  it  mean  that  no  consideration 
is  given  to  short-term  markets  —  some  investments  for  specific  models  must  be  justified  by 
near-term  anticipated  sales.  It  does  mean  that  projects  adopted  for  longer-run  purposes  will  be 
executed  as  planned  even  though  markets  turn  sour.  Is  such  a  policy  consistent  with  the  self 
interest  of  the  firm? 


PROSPECTS  OF   NON-CYCLICAL    POLICIES   BY    BUSINESS   FIRMS 

At  the  outset,  it  is  important  to  remember  that  there  is  practically  no  experience  in  this 
field.  Traditionally,  business  management  has  not  tried  to  achieve  economic  stability.  Profes- 
sional mores  and  public  opinion  have  not  urged  such  policies.  Accounting  practices  generally 
have  militated  against  them.  In  general,  the  cycle  has  been  considered  beyond  the  control  and 
the  responsibility  of  management  —  a  phenomenon  to  which  the  firm  must  adapt  itself. 
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War  and  postwar  experiences  have  shaken  this  conception.  Management  is  beginning  to  re- 
think its  attitude  toward  the  cycle.  But  the  postwar  has  been  so  dominated  by  powerful  external 
forces  that  new  policies  toward  investment  could  hardly  be  measured  even  where  attitudes  may 
have  changed.  The  war-created  vacuum  of  producers'  durable  goods  —  especially  equipment  — 
had  to  be  made  good  as  soon  as  possible  if  competitive  status  were  to  be  preserved;  unbalanced 
flows  of  materials  and  components  loosened  inventory  controls;  long-run  price  and  production 
policies  were  subordinated  to  the  exigencies  of  shortages  and  of  price  and  wage  controls. 

It  is  not  clear  that  management  has  sought  policies  that  would  contribute  to  general  eco- 
nomic stability  or  that  it  has  explored  the  relative  merits  of  such  policies  for  the  firm.  It  has 
dealt  with  many  devices  to  avoid  unnecessary  fluctuations  in  its  own  employment,  to  more  fully 
utilize  its  more  valuable  scarce  assets,  and  to  develop  less  volatile  markets.  New  models,  de- 
signs, packaging,  discounts,  and  sales  and  advertising  efforts  have  been  used  to  stabilize  buying 
throughout  the  year;  market  and  product  research  to  develop  all-season  uses  and  appeal;  geo- 
graphic and  other  market  diversification  to  maintain  sales.  Standardization  of  components, 
diversification  of  end-products  and  markets,  production  for  stock,  subcontracting,  advance  plan- 
ning and  production  scheduling,  have  been  used  to  iron  out  production  during  the  year.  Selection 
and  training  of  employees  for  more  than  one  job,  the  shifting  of  men  to  work  and  work  to  men, 
the  development  of  part-time  people  for  emergency  use,  and  the  scheduling  of  vacations,  retire- 
ments and  training  programs  are  among  important  personnel  policies  widely  used. 

These  and  similar  measures  are  directed  primarily  at  damping  seasonal  fluctuations.  Their 
impact,  if  any,  on  general  cyclical  fluctuations  may  be  equivocal  but  there  are  good  reasons  for 
cultivating  such  policies.  In  recent  years,  changes  in  the  proportion  of  disposable  income  that 
consumers  spend  or  save  have  contributed  importantly  to  variations  in  the  size  of  the  gross 
national  product.    Seasonal  fluctuations  merge  into  cyclical  change  and  sales,  merchandising  and 
price  policies  designed  to  counteract  seasonal  swings  could  contribute  to  the  maintenance  of 
consumer  demand  and  expenditures  over  the  cycle.  Secondly,  diversity  in  the  specific  cyclical 
behavior  of  different  firms  suggests  that  competitive  devices  like  pricing,  new  product  develop- 
ment and  advertising  may  make  a  net  contribution  to  the  general  level  of  income  and  employment. 

Nonetheless,  I  do  not  regard  measures  designed  primarily  to  effect  short-run  stability  of  a 
given  company's  sales  volume,  production  or  employment  as  strictly  within  the  scope  of  my  sub- 
ject. It  is  just  not  possible  to  achieve  general  economic  stability  and  dynamic  competition 
through  stabilizing  the  component  parts.  It  is  futile  and  misleading  to  parade  such  accomplish- 
ments of  individual  firms  as  evidence  of  what  business  can  do  to  maintain  high  productive  em- 
ployment. The  heart  of  the  cycle  problem  is  in  the  instability  of  investment  and  if  private  busi- 
ness is  to  contribute  to  greater  economic  stability,  it  must  make  some  progress  toward  greater 
regularization  of  its  investment  practices. 

It  has  been  concluded  by  some  that  the  inaccuracies  of  forecasting,  the  resulting  emphasis 
on  near-term  anticipations,  the  high  cost  of  capital  and  the  importance  of  liquid  assets  in  reces- 
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sion  dictate  the  traditional  cyclical  pattern  of  investment  for  the  firm  from  which  departures 
for  the  purpose  of  stabilizing  expenditures  will  result  in  gains  that  are  relatively  small  and 
dubious  as  compared  with  costs  and  risks  that  are  large  and  certain. 

This  conclusion  is  admirably  illustrated  in  pre-war  cyclical  experience  but  it  is  less  than 
convincing  if  the  inevitability  of  the  cycle  is  'itself  subject  to  question.    If  investment  is  made 
in  recession,  advancing  technology  may  bring  obsolescence  before  full  use  of  capacity  but  this 
has  also  been  the  fate  of  investment  begun  in  expansion  and  completed  just  before  collapse. 
The  higher  cost  of  investment  at  such  times,  the  unavailability  of  funds,  and  the  cautious  atti- 
tude of  commercial  banks  are  inseparable  aspects  of  past  recessions.    But  how  much  these 
characteristics  can  be  tempered  by  a  more  stabilizing  monetary-fiscal  policy,  how  much  the 
significance  of  liquid  assets  may   itself  be  altered,  is  the  real  question  at  issue.    As  the  pros- 
pects of  stability  improve,  the  advantages  of  liquid  assets  fade.    Nor  are  there  peculiar  dangers 
for  non-cyclical  capital  outlays  because  of  poor  forecasting.    Where  investment  is  specialized 
to  particular  models  subject  to  short-term  displacement,  it  would  be  foolhardy  indeed  to  initiate 
investment  when  short-term  market  expectations  are  poor.    But  investments  made  for  long-range 
purposes  cannot  be  proven  in  short-term  markets.    Questions  of  solvency  are  indeed  relevant; 
but  accuracy  of  forecasts  is  more  crucial  for  pro-cyclical  than  for  non-cyclical  policies. 

The  plausibility  of  this  negative  analysis  of  the  prospects  of  non-cyclical  programming  rests 
on  an  uncritical  acceptance  of  pre-war  experience.  But  the  relevant  issues  lie  elsewhere.  In 
view  of  significant  changes  in  our  knowledge  and  attitude  toward  the  cycle  and  basic  structural 
improvements  in  our  defenses  against  it,  is  it  necessary  or  even  likely  that  the  traditional  pat- 
tern will  be  repeated? 

Until  late  in  the  thirties,  even  many  professionals  regarded  the  cycle  as  an  inevitable  phe- 
nomenon and  government  had  made  no  commitment  nor  demonstrated  much  capacity  to  achieve 
high  employment.    Banks  and  money  markets  forced  business  firms  to  gamble  with  liquidity  at 
their  peril.    Today  the  situation  is  basically  changed..    The  economic  structure  is  steeled  against 
depression.    Our  monetary  system  is  based  primarily  on  public  credit,  both  business  and  consum- 
ers have  a  high  proportion  of  liquid  assets,  monetary  policy  is  focussed  on  maintaining  high  em- 
ployment.   Through  the  size  of  the  Federal  Budget  and  the  dependence  on  income  taxes,  dispos- 
able income  tends  to  be  stabilized;  unemployment  insurance  and  farm  support  prices  enhance  the 
effect.     But  most  important    is  the  commitment  of  government  to  maintain  high  employment  and 
its  manifest  ability  to  do  so.    Businessmen  can  no  longer  regard  the  cycle  as  no  part  of  their 
responsibility — organized  labor  and  public  opinion  will  not  allow  it. 

For  these  reasons,  it  can  hardly  be  said  that  a  non-cyclical  capital  outlay  policy  today  is 
unlikely  even  though  it  might  well  have  been  foolhardy  in  the  pre-war  environment.    For  lack  of 
a  definitive  answer,  the  more  important  alleged  barriers  to  a  non-cyclical  capital  outlay  policy 
were  explored  with  a  sample  of  large  and  medium  sized  firms.    Particular  attention  was  given 
to  the  cost  and  availability  of  funds,  the  risks  of  technological  change  and  new  product  develop- 
ment, the  installed  cost  of  facilities  and  new  equipment,  the  action  of  important  competitors, 
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the  effects  of  incentive  taxes,  and  the  psychological  hazards  of  new  investment. 

The  attempt  to  ascertain  criteria  by  which  capital  outlays  are  selected  and  scheduled  pro- 
vided little  ground  for  pertinent  generalization  except  that  these  expenditures  are  heavily 
weighted  with  policy  considerations.    The  road  to  authorization  is  studded  with  potential  vetoes 
including,  for  markedly  small  outlays,  a  final  authorization  by  the  Board  of  Directors.    But  ob- 
jective criteria  were  not  clearly  defined  nor  consistently  applied.    Qualitative  considerations 
usually  bulked  larger  than  anticipated  rates  of  return,  more  especially  for  large,  important  invest- 
ments.   Very  few  managements  apparendy  pushed  capital  outlays  to  the  economic  limit  of  cost 
of  capital.    More  commonly,  total  outlays  were  limiited  by  depreciation  reserves  and  retained 
earnings  after  allowing  for  customary  dividends. 

Neither  the  cost  nor  the  availability  of  outside  capital  was  recognized  as  a  barrier  to  de- 
sired capital  outlays,  or  even  as  a  significant  consideration,  among  most  of  the  firms  interviewed 
excluding  railroads  and  electric  power  companies.    This  surprising  result  undoubtedly  reflected 
the  peculiar  character  of  the  company  sample  and  probably  the  fact  that  none  of  the  companies 
interviewed  had  followed  a  policy  of  non-cyclical  capital  outlays.  Planned  capital  expenditures, 
however,  call  for  planned  financing  and  there  are  many  possibilities  for  advance  provision  of 
funds. 

Technological  change  and  product  improvement  were  not  generally  considered  obstacles  to 
non-cyclical  scheduling  of  capital  outlays.The  risk  of  obsolescence  attends  all  investment  and 
is  not  closely  associated  with  the  timing  of  investment.    Protection  can  be  gained  only  through 
the  development  of  one's  own  research  staff.    Indeed,  more  regular  investment,  as  opposed  to 
concentration  in  boom  times,  might  give  better  protection  against  obsolescence.    Substantial 
increase  in  expenditures  for  research  and  product  improvement  hold  the  most  hope  for  greater 
regularization  of  capital  outlays  in  future.    It  was  forcefully  asserted  that  pre-war  limitations  of 
staff  and  facilities  led  to  diversion  of  scientific  research  talent  to  customer  problems  during 
boom  periods.    Thus,  when  general  business  faltered,  the  firm  would  have  no  new  or  improved 
products  to  depend  upon.    It  is  claimed  that  current  and  prospective  policies  will  avoid  this 
diversion  and  that,  furthermore,  new  and  improved  products  will  be  marketed  as  rapidly  as  they 
are  perfected.    Industrial  leadership,  the  firm's  reputation  and  goodwill  with  customers,  the 
wider  profit  margin  on  new  products,  and  morale  of  its  own  organization  were  said  to  be  so  much 
more  important  than  any  temporary  market  weakness  as  to  insure  this  result.    Although  there 
were  grounds  for  skepticism,  a  trend  toward  the  researching  and  merchandising  of  products  with- 
out regard  to  traditional  pro-cyclical  patterns  would  constitute  one  of  the  strongest  supports  of 
economic  stability. 

Among  the  forces  leading  to  investment,  the  most  compelling  was  the  action  of  rivals,  par- 
ticularly in  areas  calculated  to  undermine  the  firm's  status  with  important  customers.    Thus, 
the  growth  of  research  and  product  development,  coupled  with  the  kind  of  merchandising  program 
suggested  above,  could  become  a  major  force  in  greater  regularization  of  capital  outlays.  Beyond 
the  direct  effect  of  the  firm's  own  investment  and  the  leadership  impact  of  its  example,  this  com- 
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petitive  leverage  would  broaden  its  influence  in  chain-linked  fashion  throughout  industry. 

Again  excepting  railroads  and  electric  utilities,  neither  the  price  of  equipment  nor  the  in- 
stalled cost  of  facilities  was  generally  regarded  a  major  consideration.    Since  both  were  capital- 
ized, the  quality  of  equipment,  the  reputation  and  service  offered  by  the  seller,  delivery  dates 
and  the  like  were  usually  considered  more  important  factors  in  purchase.    In  like  vein,  potential 
saving  in  labor  cost — always  a  conscious  element  in  machine  replacement — was  regarded  as 
more  important  in  the  explanation  of  trend  than  of  cyclical  timing.    Construction,  less  closely 
tied  to  production  volume,  was  more  often  deferred  when  current  costs  were  believed  exorbitant; 
but,  even  here,  the  escalator  clause  in  many  special  purpose  contracts  like  steel  construction 
was  believed  to  remove  a  great  part  of  the  gain  that  might  otherwise  attend  better  cyclical 
timing. 

Excepting  industries  already  subject  to  public  control,  there  was  little  sympathetic  interest 
in  so-called  incentive  tax  proposals.  Allowances  against  taxes  for  reserves  built  in  good  years 
to  be  expended  in  poor  years,  for  example,  were  believed  to  threaten  gross  discrimination  and  an 
extension  of  government  interference  in  the  affairs  of  the  company.  Greater  freedom  in  choosing 
appropriate  service  lives  for  depreciation,  a  longer  averaging  of  corporate  income  for  tax  pur- 
poses, the  elimination  of  "double-taxation"  of  corporate  income — these  were  commonly  desired 
improvements  in  the  tax  system;  but  the  most  universal  desire  was  for  a  stable  tax  rate  to  which 
the  firm  might  adapt  its  own  plans  for  the  future. 

Among  the  firms  contacted,  the  barriers  to  greater  regularization  seemed  to  lie  less  in  the 
cost  or  risk  of  such  a  policy  as  in  the  lack  of  any  positive  incentive  toward  it.  Executives  had  not 
regarded  the  timing  of  their  capital  outlays  as  a  factor  in  economic  instability.    There  had  been 
no  economic,  political  or  social  pressure  on  them  to  explore  a  non-cyclical  policy.    Quite  the 
opposite.    During  recovery  and  expansion  capital  funds  and  loans  are  readily  available  and  fi- 
nancial counselors  and  directors  are  optimistic.    But  when  market  conditions  are  weak  and  cor- 
porate income  is  threatened  and  capacity  is  excessive,  a  capital  outlay  violates  standards  of 
corporate  liquidity  and  creates  a  risk  which  could  be  avoided.    In  such  a  climate,  the  manager 
who  makes  a  capital  outlay  during  expansion,  even  though  its  completion  coincides  with  reces- 
sion, is  considered  unfortunate;  but  his  competence  is  not  challenged  while  the  wisdom  of  a 
manager  who  pushes  a  capital  outlay  in  recession  or  depression  is  questioned.    He  has  created 
an  avoidable  risk.    If  the  market  does  not  absorb  his  capacity  when  it's  available,  he's  not  un- 
fortunate, he's  incompetent. 


CONCLUSIONS 

The  considerations  above  cannot  prove  that  a  non-cyclical  capital  outlay  program  is  feasible 
or  desirable.    Only  a  firm's  own  management  can  make  such  a  determination  and  it  is  self-evi- 
dent that  there  are  many  firms  and  many  kinds  of  investment  for  which  such  a  policy  would  be 
inappropriate.    It  does  show,  however,  that  the  absence  of  such  a  policy  in  the  past  is  no  measure 

20 


of  its  practicality  or  its  desirability  in  the  future.    And  it  does  indicate  that,  for  the  large  firm 
at  least,  there  seem  to  be  no  important  barriers  once  the  management  is  convinced  that  there  is 
a  good  probability  that  major  fluctuations  will  be  avoided. 

It  is  imperative  that  serious  consideration  be  given  to  the  possibilities  of  non-cyclical 
planning.    It  is  not  merely  that  such  programming  would  help  to  buttress  the  economy  against  de- 
pression with  less  reliance  on  government  action.    It  is  rather  that  it  would  give  new  verve  to 
constructive  competitive  action  in  our  enterprise  system.    The  management  that  can  free  itself 
from  the  stultifications  of  fear  of  depression  and  focus  its  ability  on  long-run  growth  in  the 
economy,  the  competition  of  rivals,  and  the  place  the  firm  will  occupy  in  its  industry,  will  think 
and  plan  in  terms  of  new  products  and  new  markets.    For  the  firm,  in  addition  to  a  more  vigorous 
rational,  dynamic  policy  of  long-run  growth,  there  should  be  gains  through  more  orderly  adminis- 
tration and  budgeting,  better  service  from  suppliers,  and  less  interference  with  production 
scheduling. 

And  finally,  here  is  a  policy  that  depends  on  no  agreement,  waits  on  no  conditions  and  in- 
volves no  subordination  of  individual  to  national  interests.    To  the  extent  that  government 
policy  can  establish  a  milieu  favorable  to  long-run  planning  and  a  conviction  that  severe  and 
protracted  depressions  can  be  avoided,  the  stage  is  set  for  a  more  vigorous  competitive  indi- 
vidualism than  ever  before.    The  advantages  are  well  worth  critical  evaluation  by  management. 
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RETAILING  AND  ECONOMIC  STABILITY 

by 

MYRON  SILBERT 
Vice  President,  Federated  Department  Stores,  Inc. 

The  retailer  occupies  an  important  and  sensitive  position  in  the  economy.  It  is  the  retailer 
who  first  feels  the  effect  of  changes  in  consumer  demand,  and  the  actions  the  retailer  takes  to 
adjust  to  these  changes  affect  the  operation  of  the  underlying  stages  in  the  distribution  and 
production  process.  In  this  paper,  three  aspects  of  the  business  policies  of  retailers  are  con- 
sidered: inventory  policy,  investment  policy,  and  the  development  of  consumer  demand.  Particu- 
lar attention  is  given  to  department  store  operations,  and  the  emphasis  is  on  actions  during  the 
declining  phase  of  the  business  cycle. 

The  analysis  is  made  with  a  view  to  finding  ways  in  which  retailers  can  maximize  their 
profits  over  the  long  run  and  at  the  same  time  increase  the  stability  of  their  operations.  Al- 
though certain  conclusions  can  be  drawn  from  the  information  that  is  available,  it  should  be 
noted  that  data  on  retailing  operations  as  a  whole,  and  for  particular  types  of  merchandise  and 
particular  types  of  stores  is  far  from  sufficient  for  a  thorough  analysis  of  the  problem  considered 
in  this  paper.  For  that  reason,  this  can  only  be  an  exploratory  paper,  in  which  an  attempt  is 
made  to  examine  some  premises  in  the  light  of  past  experience. 


THE    INVENTORY   PROBLEM 


Authoritative  studies  of  the  business  cycle  have  emphasized  that  wide  swings  in  business 
inventories  have  been  a  major  cause  of  business  booms  and  recessions.  The  two  most  recent 
declines  in  business  activity,  that  of  1949  and  the  decline  which  began  in  mid- 1953,  have  both 
been  described  as  being  in  large  part  the  result  of  widespread  curtailment  of  inventories.  If 
sharp  and  general  inventory  reduction  were  to  come  at  the  same  time  as  major  cutbacks  in  other 
sectors  of  the  economy,  the  total  result  could  be  a  serious  drop.  In  any  search  for  ways  of  re- 
ducing the  severity  of  business  recessions,  it  is  therefore  important  to  investigate  the  possi- 
bility of  reducing  swings  in  business  inventories. 

This  discussion  is  based  on  figures  for  department  stores.  It  is  not  assumed  that  these 
figures  are  necessarily  typical  of  the  situation  in  other  types  of  retail  stores.  But  if  the  de- 
partment store  figures  shed  any  light  on  inventory  fluctuations,  they  may  suggest  studies  of 
the  swings  in  inventories  in  other  types  of  retail  stores,  and  in  non-retail  businesses. 

In  the  period  1936-54,  there  were  fifteen  wide  swings  up  or  down  in  U:S.  department  store 
inventories.     In  each  of  these  swings,  inventories  increased  or  declined  at  a  greater  rate  than 

1  These  occasions  are  listed  in  the  Appendix. 
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the  level  of  sales,  as  is  shown  in  Chart  I,  which  depicts  department  store  sales  and  stocks 
since  1936. 
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Effects  on  the  Economy  of  Fluctuations  in  Retail  Inventories 

The  instability  of  retailers'  inventories  has  had  pronounced  effects  on  the  stability  of  in- 
dustries which  supply  them  with  merchandise.  In  the  textile  industry,  for  example,  it  is  well 
known  that  curtailment  of  inventory  buying  by  retail  establishments  has  frequently  led  to  sharp 
cutbacks  in  production  and  to  unstable  employment  conditions  and  price  structures. 

What  is  true  of  textiles  is  also  true  in  varying  degrees  of  other  industries  largely  depen- 
dent on  retail  trade  for  their  sales.  The  sales  trend  of  radios  and  television  sets  in  the  cycle 
of  1050-1952  illustrates  in  extreme  form  how  boom  and  bust  inventory  policies  of  department 
stores  can  affect  an  industry.  It  is  shown  in  Chart  II. 


CHART  II 
Radios  and  Television  Sets  in  Department  Stores 

Federal  Reserve  Indexes,  Adjusted  for  Seasonal  Variation,  1947*49  =  100 
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The  consumer  buying  rushes  that  took  place  after  the  outbreak  of  war  in  Korea  and  again  in 
early  195  lied  to  heavy  purchasing  of  radios  and  television  sets  by  stores,  which  was  accom- 
panied by  heavy  factory  production.  Department  store  stocks  of  these  items  continued  to  rise  in 
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the  spring  of  1951  as  orders  were  shipped  by  manufacturers  after  the  store  sales  had  dropped 
back.  Department  stores  then  cut  their  purchases  very  drastically,  and  by  mid-  195  2  stocks  had 
fallen  by  almost  two-thirds.  Paralleling  the  trend  in  the  stores,  the  rate  of  factory  production  of 
television  and  radio  sets  was  cut  by  two-thirds  in  early  1951.  If  rising  government  orders  for 
electronic  equipment  had  not  softened  the  blow,  unemployment  of  production  workers  in  the  in- 
dustry would  have  been  severe. 

The  trends  of  sales  and  production  of  many  other  goods  sold  in  large  part  by  department 
stores,  such  as  carpets,  furniture  and  electrical  appliances,  also  underwent  sharp  fluctuations, 
although  not  as  great  as  those  for  television  and  radio  sets. 

The  retailer  should  not,  of  course,  be  held  solely  responsible  for  the  instability  of  the 
businesses  of  his  suppliers.  The  swings  in  the  inventory  cycle  of  retailers  and  the  correspond- 
ing swings  in  the  inventories  of  other  industries  are  to  a  large  extent  the  result  of  changes  in 
consumer  demand  and  are  beyond  the  control  of  any  one  sector  of  business.  But  to  the  extent 
that  the  instability  of  retail  inventories  is  excessive,  it  can  accentuate  the  instability  of  the 
economy  as  a  whole. 

Instability  and  the  Operational  Success  of  Retailers 

The  question  naturally  arises  of  whether  the  inventory  swings  which  have  always  charac- 
terized department  store  and  other  retail  operations  are  of  benefit  to  the  stores.  If  over  the  long 
term  retailers  derived  greater  profits  from  their  highly  cyclical  buying  policies  than  they  would 
from  a  more  stable  policy,  they  could  hardly  be  expected  to  act  to  reduce  inventory  fluctuations. 

The  fluctuations  in  retail  inventories  have  been  the  result  of  a  multitude  of  independent 
business  decisions.  While  it  may  be  second-guessing  to  review  these  fluctuations  in  retrospect, 
the  evidence  available  does  not  indicate  that  the  stores  have  gained  from  the  rises  and  declines 
in  the  level  of  their  inventories. 

The  following  table  illustrates  operating  results  for  department  stores  of  the  period  1948- 
1952,  a  period  which  included  the  great  inventory  build-up  stimulated  by  the  Korean  War  and 
also  the  subsequent  period  of  heavy  inventory  liquidation. 
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TABLE  1 

Typical  Performance: 

Gross  Marc 

in  Factors  — 

Selected  Home  Furnishing  Depa 

rtments 

In  Department  Stores,  1948-1952 

Change  in 

Markdowns 

Gross  Margin 

Sales 

Sales 

Cumulative 

&  Stock 

Including 

from  Prev. 

Index 

Markon 

Shortage 
8.9% 

Discounts 
36.5% 

Year  (%) 

+    3% 

1947  =  100 
103 

Furniture  &  Bedding     '48 

42.7% 

49 

42.2 

9.4 

35.9 

-   5 

98 

50 

43.2 

6.6 

38.9 

+  10 

108 

51 

42.3 

8.3 

36.6 

-  2 

106 

52 

41.8 

7.4 

36.3 

+    1 

107 

Rugs  &  Carpeting          48 

40.6 

5.7 

39.4 

+    8 

108 

49 

39.5 

8.9 

35.6 

-  13 

94 

50 

40.8 

5.0 

40.0 

+  20 

113 

51 

39.9 

9.7 

35.3 

-  9 

103 

52 

38.9 

9.5 

34.5 

-12 

91 

Major  Appliances          48 

35.1 

5.4 

28.7 

-   5 

95 

49 

34.6 

7.8 

25.4 

-22 

74 

50 

35.7 

4.4 

29.5 

+  32 

98 

51 

34.9 

8.2 

24.9 

-31 

67 

52 

34.6 

7.8 

24.9 

-   9 

61 

Television  (inc.              48 

30.2 

5.4 

25.9 

_ 

1001 

Radio-TV  Comb.)       49 

29.7 

7.9 

22.2 

+112 

212 

50 

30.4 

6.5 

24.1 

+129 

485 

51 

29.2 

12.9 

18.0 

-21 

383 

52 

28.9 

5.9 

22.3 

-22 

300 

1  1948  -  100. 

Notes:  Cumulative  markon  is  the 

excess  of  inventory  valued  at  retail  over  inventory 

iralued  at  cost,  e 

xpressed  as  a 

percentage  of  inventory  valued  at 

retail.  Markdowns  do  not  enter  into  this  calculation. 

Markdowns  ate  reductions 
percentage  of  net  sa 

!  from  retail  p 

rices  originally 

imposed,  and  are  expressed  in  the  tabl 

e  above  as  a 

es. 

Shortages  are  the  difference  between  book  and  actual 

inventories,  and  includ 

i  breakage, loss 

through  pilfer- 

age,  etc.  Shortages  are  included  with  markdowns 

in  the  above  table  as  a 

percentage  of  net  sales,  and 

average  about  one  per  cent  of  net 

sales. 

Gross  margin  including  d 

scounts  is  th 

e  excess  of  net 

sales  over  the  cost  of 

sales,  less  trad< 

;  discounts,  ex- 

pressed  as  a  percentage  of  net  sa 

les.  It  is  a  measure  of  operating  result 

s. 

Source:  Merchandise  and  Operating  Results  of 
of  the  National  Retail  Dry  Goods 

Department  Stoi 

'es,  Editions  of  1949  — 

1953,  Controllers'  Conference 

Association. 

The  figures  in  these  fc 

»ur  departments  suggest 

that  the  heavy  stoc 

king  by  department  stores 

that  began  in  the  fall  of  1950  was  not 

profitable  over  the  full  cycle  depicted.  As  an 

offset  to  the 

gains  realized  in  1950,  the 

stores  suffered  through 

poor  gross  margins 

in  1951,  and 

in  some  case 

in  1952  as  well.  In  addition  to  markdo 

wn  losses,  th 

e  swollen  inventory  position  of  : 

stores  caused 

heavy  warehouse  expenses 

L. . 
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Causes  of  Inventory  Fluctuations  in  Department  Stores 

In  attempting  to  determine  the  cause  of  overbuying  by  department  stores  in  boom  times 
and  underbuying  in  recessions,  I  am  relying  on  observations  made  in  a  large  number  of  de- 
partment stores  over  a  period  of  several  business  cycles. 

Looking  first  at  over-buying  in  boom  periods,  the  department  store  buyer  seems  to  have 
been  influenced  by  three  main  motives.  In  what  I  believe  to  be  the  order  of  their  importance, 
they  are: 

7.  Fear  of  shortage.  Manufacturers  notify  the  buyer  that  they  are  booked  up  and  cannot 
give  quick  delivery.  The  buyer  fears  that  if  he  cannot  get  the  goods  on  time  he  will 
lose  business  and  his  competitors  will  improve  their  positions  at  his  expense. 

2.  Expectation  of  price  increase.  The  possibility  of  even  a  moderate  price  increase  in- 
spires large-scale  purchasing  to  "beat"  the  rise.  This  is  often  done  more  to  hold  an 
existing  retail  price  than  to  make  a  greater  markup  on  the  rising  price.  And,  of  course, 
the  increased  volume  of  orders  often  brings  about  the  expected  rise. 

3.  Expectation  of  increased  sales.  Rapidly  increasing  sales  during  a  boom  often  lead 
buyers  to  raise  their  estimates  of  future  sales  and  to  step  up  the  level  of  inventory 
deemed  necessary  to  meet  the  increased  sales  estimate. 

These  three  influences  seem  to  grip  department  stores  and  the  rest  of  the  business  com- 
munity like  a  fever.  Stores  which  have  had  definite,  routine  patterns  of  buying  suddenly  lose 
control.  Buyers  in  individual  retail  departments  are  caught  up  in  the  excited  urge  to  buy. 
They  either  persuade  their  superiors  to  go  along  with  them,  or,  because  of  decentralized  con- 
trol, they  often  over-buy  without  specific  awareness  on  the  part  of  management.  The  buying 
fever  strikes  most  department  stores  at  about  the  same  time. 

The  scare  period  when  buying  is  curtailed  also  seems  to  hit  most  department  stores  at 
about  the  same  time.  Here,  too,  there  are  three  main  causes: 

7.  Inventories  increasing  more  rapidly  than  sales.  In  the  case  of  smaller  stores,  this 
often  results  in  financial  stringency. 

2.  A  downturn  in  the  trend  of  sales. 

3.  Expectation  of  a  downturn  in  business  and  employment.  The  fear  of  a  price  decline, 
of  lower  business  activity,  and  of  higher  unemployment  gives  ri  se  to  an  urge  to  re- 
duce inventory  buying.  Stocks  that  seemed  no  more  than  adequate  when  all  economic 
indicators  pointed  upward  suddenly  appear  to  be  excessive. 
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Once  the  policy  of  curtailing  inventories  sets  in,  it  usually  goes  too  far.  A  high  level  of 
overall  inventories  in  a  store  has  often  resulted,  for  example,  in  the  holding  up  of  orders  in 
some  individual  departments  which  desperately  need  merchandise. 

The  extremes  of  over-buying  and  under-buying  have  not  been  confined  to  stores  that 
make  no  attempt  to  regularize  their  buying  operations.  Stores  which  have  methods  in  most 
of  their  departments  for  the  continuous  balancing  of  stocks  have  also  experienced  these  ex- 
tremes. It  seems  that  when  periods  of  excitement  or  fear  set  in,  the  methods  are  temporarily 
forgotten,  just  as  if  they  had  never  existed. 

The  Case  for  Regularized  Buying 

The  point  is  often  made  that  nothing  can  be  done  about  fluctuations  in  retail  inventories. 
It  is  maintained  that  these  swings  are  the  result  of  uncontrollable  economic  forces  and  human 
nature,  and  that  buyers  will  continue  to  act  as  they  have  in  the  past.  I  believe,  however,  that 
these  swings  are  avoidable. 

It  is  to  the  retailers'  own  advantage  to  avoid  the  sharp  ups  and  downs  of  buying  activity, 
and  it  is  possible  to  reduce  the  cyclical  fluctuations  of  inventories.  A  policy  of  this  sort 
calls  for  the  balancing  of  inventories  with  sales  through  all  phases  of  the  business  cycle. 
It  does  not  require  that  the  physical  level  of  inventories  as  a  whole  be  held  constant,  nor 
that  stocks  of  all  items  be  held  to  a  constant  level.  Rather,  the  retailer  under  such  a  policy 
maintains  through  the  cycle  the  ratio  of  inventories  of  each  item  to  sales  of  that  item. 

The  goal  of  this  approach  is  to  have  at  all  times  an  adequate  assortment  of  all  items.  As 
much  as  possible,  the  store  must  avoid  the  excitement  of  boom  and  bust  influences,  and  to 
accomplish  its  aim,  it  must  seek  t  obuy  often  and  regularly,  in  quantities  related  to  current 
sales.  When  demand  is  high,  the  store  will,  as  before,  buy  more,  and  when  demand  is  low  it 
will  buy  less.  But  the  store  will  try  to  avoid  buying  heavily  out  of  fear  of  a  shortage  or  price 
rise.  When  sales  begin  to  increase,  it  will  try  to  avoid  any  general  over-optimism,  although 
it  will  be  quick  to  increase  orders  on  specific  consumer  trends.  Then,  too,  it  will  not  refrain 
from  buying  needed  types  of  merchandise  at  any  time  just  because  total  sales  are  running 
lower  than  expected.  And  the  store  will  maintain  at  all  times  a  stock  of  each  item  of  mer- 
chandise that  is  sufficient  to  supply  current  demand. 

Under  this  policy,  the  level  of  inventory  will  tend  to  fluctuate  much  less  than  under  the 
traditional  boom  and  bust  policy.  The  opportunity  to  make  inventory  profits  will  be  reduced, 
but  so  will  the  possibility  of  subsequent  inventory  losses.  A  stable  inventory  policy,  car- 
ried out  through  ups  and  downs  in  the  economy,  calls  for  constant  attention  to  the  demand  for 
each  item  carried  by  the  store  —  attention  that  should  be  given  in  any  event,  but  frequently 
is  not. 
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As  part  of  their  up-to-date  merchandising  technique,  a  number  of  successful  retail 
stores  have  devised  methods  of  stabilizing  inventories  throughout  the  business  cycle. 
Some  of  these  stores  have  managed  to  avoid  periods  of  excited  buying.  These  stores  stress 
that  the  advantage  of  an  orderly  method  of  keeping  the  right  types  of  merchandise  on  hand 
outweighs  any  price  advantages  that  may  result  from  speculative  buying.  They  argue  that 
the  store  that  buys  in  anticipation  of  a  shortage  usually  buys  too  much  of  the  wrong  items. 
The  store  with  a  steady  purchasing  plan  will  have  more  fresh  merchandise  than  the  store 
that  alternates  between  over-buying  and  under-buying. 

Four  case  histories  illustrate  the  advantages  of  a  stable  buying  policy: 

Case  1. 

In  1952,  a  large  department  store  undertook  as  its  main  top  management  objective 
the  reexamination  and  redesigning  of  all  of  its  buying  and  inventory  policies  and 
methods.  All  of  the  store's  principal  executives  concentrated  on  this  program.  Out  of 
the  project  a  complete  new  operating  program  was  developed  and  installed,  and  an 
intensive  training  program  for  key  executives  was  established  to  effect  a  change  in 
company  thinking. 

The  principal  feature  of  the  new  program  was  that  week  in  and  week  out  all  the 
merchandising  emphasis  would  be  put  on  determining  the  particular  types  of  merchan- 
dise that  were  currently  in  demand  —  the  right  items,  the  right  colors  and  materials, 
the  right  sizes  and  the  right  designs.  This  was  to  be  accomplished  by  frequent  pur- 
chases rather  than  heavy  advance  purchases.  Such  frequent  buying  would  enable  the 
store  to  operate  with  greater  flexibility,  changing  its  stock  as  demand  showed  that 
it  should  be  changed. 

The  conclusions  drawn  from  the  store's  study  indicated  that  when  a  buyer 
bought  further  ahead  than  for  a  normal  short  period,  he  could  not  anticipate  the  right 
types  of  merchandise,  and  as  a  result  accumulated  a  surplus  of  unwanted  types.  It 
was  also  concluded  that  the  store's  former  policy  of  buying  in  large  quantities  when 
prices  were  expected  to  rise  was  unsound;  savings  in  price  had  actually  been  small 
and  the  losses  resulting  from  the  accumulation  of  unwanted  items  had  been  sub- 
stantial. 

This  project  was  carried  on  as  an  operating  undertaking,  not  a  study  of  business 
cycles,  yet  the  program  that  was  finally  adopted  was  a  non-cyclical  approach. 

After  the  new  policy  had  been  instituted,  the  store  evaluated  its  experience.  It 
was  concluded  that  in  the  spring  of  1953  the  store  had  avoided  an  upswing  of  inven- 
tories common  to  most  department  stores.  Throughout  1953  and  into  1954,  the  sales 
and  profit  results  of  the  store  compared  favorably  with  the  results  of  other  stores. 
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Case  2. 

A  leading  department  store  in  a  midwest  city  of  160,000  lost  position  rapidly  in 
1929*32  because  inventories  were  allowed  to  run  down  and  serious  gaps  appeared.  Pur- 
chases were  curtailed  much  more  rapidly  than  sales,  and  there  was  no  effort  to  maintain 
adequate  assortments  of  merchandise.  This  resulted  in  further  declines  in  sales  and 
in  very  deep  operating  losses.  By  1932,  the  competitive  position  of  the  store  in  its 
city  had  been  seriously  impaired  because  of  the  store's  failure  to  maintain  a  normal 
assortment  of  goods. 

At  the  beginning  of  1933,  a  new  management  took  over  and  made  an  aggressive 
effort  to  fill  in  and  expand  the  store's  stocks.  Even  though  the  city  was  one  of  the 
hardest  hit  cities  in  the  country,  the  result  of  increasing  assortments  was  startling. 
From  the  low  point  of  sales  in  May  1933,  the  annual  rate  of  sales  was  tripled  by  1936, 
regaining  the  1929  level,  and  it  had  doubled  again  by  1939- 

These  results  were  achieved  at  a  time  when  many  retailers  in  the  same  city  made 
very  little  recovery  because  fear  kept  their  assortments  inadequate.  The  store  in  ques- 
tion gained  a  dominant  lead  over  other  stores  in  the  city.  There  were  many  factors  in 
its  resurgence,  but  the  most  important  one  was  the  decision  to  maintain  adequate 
stocks  and  a  procedure  that  put  this  decision  into  effect  consistently  over  a  long  period. 

Case  3. 

A  leading  department  store  in  one  of  the  country's  large  cities  has  consistently 
labored  to  operate  on  the  basis  of  a  rapid  turnover  of  a  well-balanced  assortment  of 
merchandise.  Over  the  last  25  years  it  has  had  a  much  lower  average  of  stock  in  re- 
lation to  sales  than  most  other  large  department  stores.  At  the  same,  it  has  devoted 
an  unusual  amount  of  training  to  keeping  up  the  right  assortments  and  maintaining  ade- 
quate stocks  of  merchandise  that  is  in  demand. 

Because  it  has  consistently  enforced  this  policy,  the  store  has  been  much  less 
subject  to  cyclical  excitements  than  other  stores.  Through  its  thorough  educational 
job,  it  has  avoided  scare  buying  and  under-buying. 

As  a  result  of  its  operational  policy,  this  store  has  consistently  grown  more 
rapidly  than  any  other  department  stores  in  its  area,  and  it  has  one  of  the  best  growth 
histories  in  the  country.  It  has  maintained,  in  addition,  a  very  strong  consumer  ac- 
ceptance. 

Case  4. 

The  suppliers  of  retail  stores  can  also  contribute  to  more  stable  retailers'  inven- 
tory policies.  One  outstanding  manufacturer  of  higher  quality  children's  shoes,  a 
company  that  has  grown  from  a  small  family  business,  has  had  unusual  success  in 
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developing  a  sound  inventory  policy  for  its  retail  customers.  The  company's  salesmen 
are  not  permitted  to  take  any  large  beginning-of-season  orders.  Instead,  the  duty  of  each 
salesman  is  to  go  into  his  customers'  stores  and  help  the  retailers  keep  up  their  stocks 
of  children's  shoes.  For  its  own  part,  the  company  has  developed  methods  of  keeping 
up  its  own  factory  stock  so  as  to  give  quick  service  to  the  retailers'  frequent  orders. 

The  results  of  this  program  have  been  outstanding  for  both  the  manufacturer  and 
his  retailer  customers.  Although  its  line  is  near  the  top  of  the  price  brackets  in  chil- 
dren's shoes,  the  company  has  built  up  perhaps  the  largest  annual  production  of  any 
shoe  factory  under  one  roof  in  the  country.  The  factory  operates  at  full  capacity  for 
fifty  weeks  a  year,  with  two  weeks  off  for  vacation.  It  is  estimated  that  in  twenty 
years,  half  of  the  retail  stores  carrying  the  company's  shoes  have  never  had  an  inven- 
tory markdown. 

Many  chains  and  individual  stores  have  developed  methods  of  balancing  their  stocks, 
although  the  history  of  inventory  fluctuations  in  retail  trade  as  a  whole  shows  that  these 
methods  seem  to  be  suspended  in  part  during  periods  of  over-optimism  or  over-despair.  An 
unusual  record  of  success  is  available  to  retailers  who  will  maintain  a  policy  of  balancing 
stocks  without  interruption.  The  decision  to  adopt  and  stick  to  this  continuous  objective 
is  advantageous  to  the  store  itself  and  provides  more  regular  employment  to  the  workers  in 
the  factories  of  its  suppliers. 

Suggestions  for  Attaining  More  Level   Buying  Policies 

Although  the  effort  of  retailers  to  moderate  the  peaks  and  valleys  in  their  inventories 
depends  to  a  considerable  extent  on  the  situation  in  the  individual  store,  there  are  several 
basic  requirements  common  to  all  who  adopt  this  objective.  The  fundamental  decision,  as 
noted,  must  be  to  concentrate  on  techniques  that  will  provide  the  store  at  all  times  with 
an  adequate  assortment  of  merchandise,  maintained  at  a  relatively  steady  level  and  to  re- 
solve not  to  suspend  the  use  of  these  techniques  during  times  of  excitement.  Some  fluctua- 
tions, of  course?are  inevitable.  In  a  period  of  steadily  growing  demand,  buying  will  obvi- 
ously have  to  be  stepped  up  in  order  to  maintain  adequate  stocks.  And  in  a  period  of 
generally  declining  demand,  purchases  will  have  to  be  scaled  down.  The  maintenance  of 
stability  thus  relates  to  the  general  trend  of  retail  sales,  and  the  ratio  of  sales  to  inven- 
tories will  tend  to  stabilize  if  adequate  stocks  of  goods  in  demand  are  maintained  at  all 
times. 

Stores  should  consciously  try  to  avoid  over-optimistic  scare  buying.  Conversely,  on  a 
downturn,  when  the  trend  is  toward  "not  buying",  it  is  in  the  retailer's  interest  to  keep 
his  pessimism  from  interfering  with  the  maintenance  of  an  adequate  stock  of  merchandise. 
These  are  difficult  tasks.  It  will  take  a  considerable  amount  of  re-education  to  convince 
retailers  in  general  that  their  past  habits  and  motivations  may  not  have  led  to  the  maximi- 
zation of  profits  over  the  long  run. 
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In  the  first  stage  of  a  recession,  retail  sales  volume  may  begin  to  decline  slightly, 
although  consumer  sales  are  usually  maintained    until  well  after  production  and  capital  in- 
vestment begin  to  decline.  There  has  been  a  tendency  at  such  times  for  retailers  to  reduce 
their  purchases  at  a  faster  rate  than  the  rate  of  sales  decline.  If  they  would  instead  ag- 
gressively seek  to  find  out  what  consumers  currently  want  and  to  buy  goods  to  meet  those 
wants,  using  their  normal  purchasing  methods  without  change,  the  result  would  be  that  re- 
tail store  purchasing  would  decline  no  more  than  consumer  sales. 

The  policy  of  keeping  up  assortments  at  all  times  might  even  cause  purchasing  by 
stores  to  decline  less  than  sales.  Although  this  might  result  in  a  slightly  lower  turnover, 
the  maintenance  of  adequate  assortments  would  insure  against  an  unnecessary  loss  of  sales. 
By  preventing  gaps  from  appearing  in  their  stocks,  retailers  would  not  only  help  their  own 
sales,  but  would  also  help  to  prevent  unemployment  from  developing  in  the  factories  of 
their  suppliers. 

It  is  interesting  to  note  that  the  periods  when  a  number  of  successful  retail  stores  have 
made  the  greatest  and  most  lasting  gains  over  their  competitors  have  been  periods  of  reces- 
sion. By  maintaining  their  stocks  while  their  competitors  were  allowing  gaps  to  appear, 
they  have  attracted  new  and  lasting  business  from  their  competitors. 

In  addition  to  their  own  efforts  to  stabilize  their  buying  policies,  retailers  can  benefit 
by  the  actions  of  other  groups.  Manufacturers  should  develop  plans  for  a  better  everyday 
program  of  inventory  maintenance  for  their  retail  store  customers. 

Large  commercial  banks  should  study  the  problem  of  reducing  inventory  fluctuations 
in  each  of  the  principal  types  of  business  that  they  serve.  The  trade  associations  of  the 
various  categories  of  retailing  could  also  study  the  problem  of  inventory  stabilization, 
and  university  and  other  private  research  bureaus  could  contribute  to  the  task.  Government 
can  also  help;  the  Department  of  Commerce,  for  example,  could  direct  research  into  methods 
for  smoothing  out  the  retail  inventory  cycle.  These  suggested  studies  might  seek  out  and 
describe  actual  case  histories,  perhaps  contrasting  the  results  obtained  by  stores  that  have 
operated  on  a  level  inventory  policy  with  those  which  have  carried  on  the  traditional  boom 
and  bust  buying. 

There  is  also  a  promotional  task.  In  times  of  business  decline*  business  and  public 
groups  might  join  in  a  "Fill  in  Stocks  Now"  program  aimed  at  retail  stores.  There  have 
been  similar  drives  in  the  past  aimed  at  the  consumer,  but  it  is  more  essential  to  urge 
prompt  restocking  by  retailers,  since  their  purchasing  policies  have  been  more  erratic  than 
those  of  consumers  in  general. 
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THE  RETAILER  AND  HIS  CYCLE  OF   EQUIPMENT   PURCHASES 

Analysis  of  the  cycle  of  equipment  purchases  by  retail  establishments  is  made  difficult 
by  the  lack  of  adequate  statistics.  The  series  compiled  by  the  Department  of  Commerce  and 
the  Securities  Exchange  Commission  on  planned  expenditures  for  new  plant  and  equipment 
are  not  very  satisfactory  in  this  field.  The  sample  does  not  contain  enough  information  on 
smaller  stores,  and  there  are  no  separate  figures  published  on  store  expenditures.  Better 
data  of  this  sort  would  be  very  helpful. 

It  is  probable  that  swings  in  expenditures  for  retail  plant  and  equipment  have  been  wide. 
Increased  expenditure  programs  have  often  been  launched  during  periods  of  high  sales  and 
profits,  and  investment  appears  to  have  declined  sharply  when  sales  have  fallen  off.  Store 
equipment  companies  which  depend  upon  orders  from  retail  stores  have  often,  as  a  result, 
encountered  serious  difficulty  in  times  of  recession. 

As  in  the  case  of  inventory  policy,  retailers  have  thus  been  governed  in  their  investment 
policies  by  short-run  cyclical  considerations.  It  would  appear  far  more  desirable  to  develop 
long-range  investment  programs,  geared  to  the  long-term  trend  rather  than  to  the  cycles  that 
move  about  the  trend.  Barring  conditions  under  which  adherence  to  these  programs  would  im- 
pair the  financial  strength  of  the  stores,  the  programs  should  be  pursued  on  a  stable  basis 
throughout  the  business  cycle. 

By  nature,  programs  for  modernizing  and  expanding  plant  and  equipment  are  long-range 
programs.  The  time  it  takes,  for  example,  to  reorganize  and  modernize  the  display  area  of  a 
retail  store,  from  the  planning  stage  to  eventual  completion,  may  be  longer  than  the  time  it 
takes  for  a  recession  to  run  its  course.  Like  other  businessmen,  retailers  should  not  act  as 
though  recessions,  once  started,  are  going  to  last  forever,  nor  should  they  forget  that  most 
recessions  are  mild. 

In  carrying  out  a  steady  investment  program,  retailers  can  also  benefit  in  three  import- 
ant ways  from  the  part  of  their  program  that  happens  to  fall  in  a  recession  period.  First, 
they  will  derive  a  short-term  benefit  from  the  lower  costs  and  greater  availability  of  ma- 
terials when  business  is  relatively  slack.  Second,  the  improvement  of  their  stores  will  be 
likely  to  stimulate  sales  when  they  are  most  in  need  of  stimulation.  Finally,  the  retailers 
will  be  in  a  better  position  to  gain  from  the  expanding  markets  of  the  eventual  recovery. 

In  conditions  such  as  those  prevailing  since  the  middle  of  1953,  few  retail  establish- 
ments are  in  such  serious  financial  difficulty  as  to  be  forced  to  curtail  their  investment 
programs.  Nor  is  there  a  prospect  of  long  continued  recession;  instead,  most  signs  for  the 
near  and  intermediate-term  future  point  upward.  Throughout  the  postwar  period,  the  American 
market  has  been  undergoing  great  changes,  and  the  alert  retailer  will  adapt  himself  to  these 
changes  despite  temporary  declines  in  consumer  demand. 

33 


It  seems  clear,  moreover,  that  the  long-term  prospect  for  retailers  is  encouraging.  Start- 
ing in  the  early  1960's  this  country  will  graduate  into  the  family  formation  class  greatly  in- 
creased numbers  of  young  people  of  marriageable  age.  The  total  number  of  births  in  this 
country,  which  averaged  about  2-1/3  million  per  year  in  the  early  1930's,  increased  to  2% 
million  in  1940,  and  has  averaged  between  3%  and  4  million  in  the  years  since  1947.  Needs 
for  people  from  7  to  15  years  of  age  will  thus  increase  for  several  years  from  1955  on.  These 
and  other  factors  make  it  clear  that  the  past  trend  of  growing  markets  for  retailers  will  con- 
tinue in  future  years. 

Suggestions  for  Leveling  Plant  and  Equipment  Expenditures 

Here  again  we  are  faced  with  a  challenge  to  develop  action  that  is  more  than  mere  ex- 
hortation: 

1.  Retailers  should  develop  and  maintain  planning  programs  for  the  future  expansion  and 
modernization  of  their  stores.  These  programs  should  be  regularly  reappraised,  not  in 
the  light  of  current  economic  conditions,  but  with  a  view  to  capitalizing  on  changes  in 
their  market. 

2.  Methods  of  financing  should  be  developed  t  o  encourage  retailers  to  maintain  previously 
planned  plant  and  equipment  expenditures  during  any  period  of  recession. 

3.  Retailers'  trade  associations  should  make  a  study  of  the  value  of  stabilizing  plant  and 
equipment  expenditures  throughout  the  business  cycle. 

4.  There  is  an  opportunity  for  a  special  joint  program  of  retailers'  associations  and  equip- 
ment manufacturers  to  stimulate  plant  improvement  during  recessions. 

5-  A  study  should  be  made  available  to  business  which  forecasts  the  impact  of  the  grow- 
ing market  in  the  7  to  15  year  age  bracket  in  the  years  immediately  ahead  and  in  the 
family  formation  group  from  the  early  1960's  on. 


THE   RETAILER   AND   THE   DEVELOPMENT  OF   CONSUMER   DEMAND 

So  far,  we  have  dealt  primarily  with  actions  to  be  taken  by  retailers  when  demand  declines. 
In  this  section,  we  consider  the  possibility  of  preventing  or  lessening  declines  in  demand.  To 
the  extent  that  demand  can  be  sustained,  the  other  problems  will  be  simplified. 

The  failure  of  retailers  to  carry  on  an  effective  selling  program  in  periods  of  declining 
business  activity  can  have  repercussions  throughout  the  economy.  There  have  been  many  cases 
in  business  history  of  factories  with  an  ability  to  produce  being  forced  to  curtail  output  and 
employment  at  a  time  when  a  principal  obstacle  to  the  maintenance  of  their  sales  was  an  in- 
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adequate  selling  effort  on  the  part  of  retail  establishments. 

More  effective  selling  by  the  retailer  does  more  than  merely  switch  demand  from  one  item 
to  another.  There  are  a  great  many  products  of  which  many  consumers  are  potential  buyers. 
The  job  of  stimulating  demand  for  a  particular  item  may  never  have  been  effectively  presented 
by  the  store  to  its  customers,  [f  demand  for  that  product  is  stimulated,  it  is  altogether  possible 
that  the  consumer  will  make  the  purchase  out  of  savings  without  curtailing  his  other  purchases. 
If  it  is  a  "big  ticket"  item,  part  of  the  selling  process  may  be  in  explaining  how  the  purchase 
can  be  made  with  time  payments. 

More  Effective  Selling  in  the  Store 

One  important  way  to  develop  and  maintain  consumer  demand  is  to  sell  more  effectively 
in  the  store.  We  shall  not  go  into  the  opportunities  for  retailers  to  improve  their  salesmanship 
here,  except  to  note  that  there  are  three  main  sources  for  more  effective  direct  selling.  First, 
there  is  a  great  need  for  more  and  better  training  of  salespeople.  Second,  retailers  could  in- 
crease their  sales  by  providing  new  store  fixtures  that  will  improve  the  visible  arrangement 
of  stocks  and  increase  the  opportunity  for  self-selection  by  the  consumer.  And  third,  retailers 
should  make  a  greater  effort  to  bring  the  features  and  advantages  to  the  customer  of  specific 
products  in  the  stores  to  the  customer's  attention. 

Advertising 

In  periods  of  actual  or  threatened  recession,  many  retailers  and  other  businessmen  have 
curtailed  their  advertising.  It  would  be  desirable  if,  instead,  advertising  expenditures  were 
increased. 

Newspaper  advertising  is  one  of  the  most  effective  devices  for  stimulating  consumer 
sales  in  department  stores,  and  accounts  for  most  of  the  stores'  advertising  expenditures. 
Let  us  look  at  the  record  of  newspaper  advertising  by  department  stores  in  the  17-year  period 
1936-1952: 
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TABLE  II 
NEWSPAPER   ADVERTISING   BY    DEPARTMENT   STORES 


(1) 

(2) 
Newspaper  Adv.  Expenditures 

(3) 
Index  of  Sales 

(4) 
Index  of  Adver- 

Year 

as  %  of  sales 

(1947  .  100) 
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tising  Expenditures 

1936 

3.3% 

55.5 

1937 

3.4 

39 

60.3 

1938 

3.5 

36 

57.3 

1939 

3.3 

38 

57.0 

1940 

3.1 

40 

56.4 

1941 

2.8 

48 

61.1 

1942 

2.4 

54 

58.9 

1943 

2.1 

63 

60.1 

1944 

1.9 

71 

61.3 

1945 

1.9 

78 

67.4 

1946 

1.9 

96 

82.9 

1947 

2.2 

100 

100.0 

1948 

2.4 

104 

113.5 

1949 

2.6 

98 

115.8 

1950 

2.5 

103 

117.0 

1951 

2.6 

104 

122.9 

1952 

2.6 

106 

125.3 

1  No  comparable  figures  for  dollar  expenditures  for  newspaper  advertising  are  available.  The  index  in  Column  4 
was  arrived  at  by  multiplying  the  figures  in  Column  2  by  the  figures  in  Column  3  and  relating  the  results  to  a 
base  of  100  for  1947. 

Source  (Columns  2  and  3):  Merchandise  and  Operating  Results  of  Department  Stores,   1953  Edition, 

Controllers'  Congress  of  the  National  Retail  Dry  Goods  Association,  1953  data  not  available. 

From  the  table,  it  can  be  seen  that  expenditures  by  department  stores  for  newspaper  ad- 
vertising were  higher  relative  to  department  store  sales  in  the  'thirties  than  they  have  since 
been.  The  very  low  figures  during  the  war  and  in  the  first  postwar  years  were  the  result  of 
merchandise  scarcity  and  also  of  a  shortage  of  newsprint.  The  table  also  shows  that  the 
percentage  of  newspaper  advertising  expenditures  to  total  sales  was  maintained  in  the  two 
recession  years,  1938  and  1949-  The  dollar  amount  of  advertising,  however,  declined  by 
about  5%  in  1938  from  the  1937  level,  and  rose  about  2%  in  1949  from  the  1948  level. 

For  retail  trade  as  a  whole  there  is  a  parallel  history.  Newspaper  advertising  lineage  of 
retail  stores,  a  measure  of  advertising  volume,  declined  about  10%  in  1938  from  the  level 
of  the  previous  year,  and  rose  about  3%  in  1949  from  the  1948  level. 

It  is  thus  evident  that  the  volume  of  expenditures  by  retailers  for  newspaper  advertising 
has  not  been  substantially  increased,  if  increased  at  all,  in  recession  years  —  the  times 
when  a  strong  selling  effort  is  most  needed.  One  reason  for  this  record  may  be  the  wide- 
spread belief  that  increased  advertising  merely  shifts  demand  from  one  item  to  another  with- 
out increasing  total  demand.  Although  there  is  no  incontrovertible  proof  that  increased  ad- 
vertising will  result  in  higher  total  sales,  there  is  much  evidence  that  such  is  the  case. 
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Some  indication  of  the  effect  of  increased  advertising  may  be  obtained  from  the  records 
kept  by  retail  stores  and  mail  order  establishments.  These  records  show  that  if  advertising  de- 
voted to  merchandise  that  is  in  demand  is  increased,  the  advertiser  will  enjoy  increased  sales. 
A  successful  small  newspaper  advertisement,  if  increased  in  size,  will  yield  greater  sales.  An 
item  or  class  of  merchandise  in  current  demand  that  had  previously  been  sold  without  an  ad- 
vertisement will  sell  much  more  rapidly  if  it  is  advertised. 

In  catalogue  operations,  increased  sales  will  result  from  the  inclusion  of  additional  pages 
devoted  to  the  promotion  of  merchandise  in  demand.  A  new  edition  of  the  catalogue  or  an  ex- 
panded and  well-selected  mailing  list  will  accomplish  the  same  results. 

Increased  advertising  by  one  company  may  result  partially  in  transferring  demand  from  one 
company  to  another.  In  part,  however,  if  it  is  presented  effectively  and  concerned  with  mer- 
chandise that  is  in  demand,  it  will  also  develop  greater  sales  than  would  have  been  achieved 
without  increasing  advertising  expenditures. 

In  view  of  the  apparent  ability  of  increased  advertising  to  stimulate  an  increase  in  total 
sales,  it  would  be  desirable  to  increase  dollar  advertising  expenditures  substantially  when 
recession  threatens.  An  increase  on  the  order  of  the  very  slight  rise  in  1949  would  not  be  suf- 
ficient. In  order  that  this  increased  advertising  be  effective,  it  should  be  based  on  an  inten- 
sive study  of  what  the  consumer  wants,  for  the  best  opportunity  to  increase  total  sales  lies 
in  the  merchandise  of  the  types,  colors,  sizes  and  styles  that  are  already  desired.  Increased 
advertising  can  transfer  these  desires  into  actual  purchases. 

The  Use  of  Consumer  Credit 

The  role  of  consumer  credit  in  a  program  for  greater  economic  stability  has  been  the  sub- 
ject of  considerable  discussion.  In  good  times,  when  incomes  and  prices  are  high  and  rising, 
the  natural  impulse  is  to  grant  credit  on  liberal  terms,  for  the  prospect  of  repayment  seems 
secure.  In  bad  times,  on  the  other  hand,  when  it  would  be  desirable  to  expand  consumers' 
purchasing  power,  fear  of  non-payment  has  led  many  retailers  to  pursue  a  more  restrictive 
credit-granting  policy. 

The  effectiveness  of  consumer  credit  as  an  instrument  for  stimulating  retail  sales  during 
recessions  depends  partly  on  the  prospects  for  repayment,  and  partly  on  the  sales  results 
arising  from  purchases  on  credit.  Unfortunately,  there  has  been  little  study  of  this  very  im- 
portant aspect  of  the  stabilization  problem  as  it  applies  to  retailers. 

The  following  table,  prepared  by  A.  Leonidas  Trotta,  Manager  of  the  Credit  Division  of 
the  National  Retail  Dry  Goods  Association,  and  presented  here  with  his  permission,  is  en- 
lightening: 
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TABLE  III 


BAD  DEBT  LOSSES  OF  DEPARTMENT  STORES,  BY  TYPES  OF  CREDIT,  AS  PER  CENT 

OF  SALES  IN  EACH  CATEGORY 


Years 
1930 
1931 
1932 
1933 
1934 
1935 
1936 
1937 
1938 
1939 
1940 
1941 
1948 
1949 
1950 
1951 
1952 


Selected  Years,  1930-19'j2 


Regular  Charge 
Accounts 

0.50% 

0.75 

1.30 

1.30 

0.60 

0.40 

0.30 

0.30 

0.27 

0.20 

0.21 

0.19 

0.23 

0.34 

0.12 

0.17 

0.20 


Installment 
Accounts 

1.75% 

2.10 

3.10 

4.05 

1.00 

0.70 

0.80 

0.80 

1.13 

0.70 

0.59 

0.61 

0.53 

0.66 

0.54 

0.54 

0.50 


Revolving 
Credit  Accounts 


1.90% 

1.45 

0.73 

0.87 

0.86 


1  Mostly  for  hard  goods. 

2  Mostly  for  soft  goods. 

Sources:   1930-1938:  Retail  Credit  Survey,  Domestic  Commerce  Series  98  and  103 

1939-1941  and  1948-1952:  Bad  Debt  Survey,  Credit  Management  Yearbook,  National  Retail  Dry 

Goods  Association,  (Published  annually  since  1939  except  for  years  1942-1947). 
1953  not  available  when  this  table  was  prepared. 

The  data  in  the  table  show  that  in  the  period  since  1930,  which  includes  the  worst  de- 
pression in  our  history,  the  losses  on  regular  charge  accounts  have  been  very  low  and  the 
losses  on  installment  accounts  have  been  moderate. 

On  both  installment  accounts  and  revolving  credit  accounts,  stores  derive  substantial 
income  from  carrying  charges.  Only  in  1932  and  1933  did   installment  losses  appear  to  equal 
or  exceed  the  income  from  service  charges  on  installment  accounts  as  a  whole.  Against 
these  losses,  there  were  undoubtedly  important  recoveries  in  subsequent  years.  It  should  be 
noted,  however,  that  department  store  accounting  does  not  give  a  true  picture  of  bad  debt 
losses  in  any  one  year,  since  there  are  continuous  recoveries  from  previous  years,  which 
are  credited  to  the  year  in  which  they  were  recovered. 

It  is,  unfortunately,  impossible  to  determine  whether  the  loss  figures  for  the  depression 
and  recession  years  included  in  the  table  were  actually  limited  by  the  efforts  of  store  manage- 
ments to  follow  a  stringent  credit  policy  in  those  years. 


38 


But  it  seems  clear  that  the  risks  involved  in  credit  sales  in  bad  times  are  far  less  than  is 
generally  assumed.  When  a  recession  threatens,  many  merchants  tend  to  be  more  concerned 
about  a  possible  increase  of  one  or  two  tenths  of  a  per  cent  in  the  ratio  of  credit  losses  to 
credit  sales  than  they  are  over  the  much  larger  losses  they  may  suffer  from  merchandise  mark- 
downs  or  the  higher  rate  of  overhead  resulting  from  declining  sales. 

Experience  has  shown  that  the  customers  of  a  store  who  have  been  approved  for  credit 
sales  will  exercise  the  same  responsibility  toward  their  obligations  in  a  recession  as  at  any 
other  time.  Payments  may  be  somewhat  slower,  but  customers  have  tended  to  meet  their  obli- 
gations without  large  losses  to  the  stores. 

When  business  conditions  are  unfavorable,  the  profit  showing  of  retail  establishments 
would  be  far  more  satisfactory  if  credit  were  more  freely  extended.  Any  slight  increases  in 
bad  debt  losses  would  probably  be  more  than  offset  by  a  lower  expense  rate.  Sales  would  be 
better  maintained  and  markdowns  would  be  lower,  for  increased  credit  sales  would  help  to  sus- 
tain operations. 

It  would  appear  from  experience  to  be  undesirable  to  demand  large  down  payments  or  to 
shorten  the  life  of  installment  contracts  in  times  of  recession.  In  fact,  it  would  in  many 
cases  benefit  the  merchant  to  demand  no  down  payment  at  all. 

There  is  little  question  that  the  promotion  of  credit  sales  during  periods  of  recession 
would  stimulate  total  sales.  Such  a  policy  would  not  only  be  advantageous  to  retailers,  but 
would  also  contribute  importantly  to  the  objective  of  a  more  stable  economy.  At  such  times 
it  is  to  the  interest  of  the  consumer  to  hold  on  to  his  ready  cash  and  bank  deposits,  but  if  he 
has  easy  access  to  credit  he  can  maintain  his  purchases. 


Businessmen  should  not  be  expected  to  contribute  to  greater  economic  stability  by  act- 
ing against  their  own  interests.  In  this  paper,  the  problem  has  been  approached  in  terms  of 
what  retailers  can  do  to  stabilize  their  own  operations  and  thus  improve  their  own  long  run 
profit  opportunities.  All  of  the  policies  recommended  would  also  have  the  effect  of  contribu- 
ting to  the  stability  of  the  economy  as  a  whole. 
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APPENDIX 

15  Wide  Swings  In 
Department  Store  Inventories   1936-53 

1.  A  build-up  of  inventories  in  1936  and  1937. 

2.  A  curtailment  of  inventories  in  late  1937  and  1938. 

3.  A  rush  to  buy  in  the  fall  of  1939  at  the  outbreak  of  World  War  II. 

4.  A  further  expansion  of  buying  in  1941,  after  Pearl  Harbor. 

5.  A  sudden  drop  in  buying  in  the  last  half  of  1942  when  a  preliminary  draft  of  an  inventory  con- 
trol regulation  was  published  a  half-year  ahead  of  the  actual  regulation.  (The  regulation  was 
in  force  from  1943  to  1946). 

6.  A  rush  for  scarce  goods  in  the  first  three  quarters  of  1946. 

7.  A  drop  in  buying  during  the  spring  of  1947. 

8.  A  return  to  increased  buying  in  the  fall  of  1947  and  throughout  most  of  1948. 

9.  A  curtailment  in  late  1948,  carrying  into  the  summer  of  1949- 

10.  A  build-up  of  stocks  in  the  fall  of  1949  and  into  the  spring  of  1950.  Stocks  were  high  when 
the  Korean  War  started. 

11.  The  buying  rush  in  July,  August  and  September,  1950,  after  war  broke  out  in  Korea. 

12.  A  second  Korean  buying  rush  in  late  December,  1950,  and  January,  1951,  when  the  Chinese 
entered  the  war. 

The  two  Korean  buying  rushes  caused  stocks  to  rise  extremely  sharply,  and  when  sales 
turned  down  to  a  point  close  to  the  pre-Korean  level,  department  stores  became  seriously 
overstocked. 

13-  A  sharp  curtailment  of  orders  starting  in  mid-1951,  extending  into  mid-1952.  This  Korean 
cycle  was  one  of  the  most  extreme  swings  in  retail  history. 

14.  A  period  of  accumulation  from  late  1952  into  the  spring  of  1953- 

15.  From  a  high  point  in  mid-1953,  a  substantial  curtailment  of  inventories  continuing  at  least 
until  March  1954. 
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MARKETING  SERVICES  AND  BUSINESS  STABILITY 

WROE   ALDERSON 

Alderson  &  Sessions,  Marketing  Consultants 

An  economic  recession  in  a  market  economy  may  be  defined  as  a  period  in  which  business 
firms  curtail  their  expenditures  because  of  an  actual  or  prospective  decline  in  income.  When 
sales  fall  off  business  may  reduce  dividend  rates,  postpone  investment  programs,  allow  inven- 
tories to  become  depleted,  slash  selling  and  advertising  budgets,  or  lay  off  workers  to  cut  dis- 
bursements for  wages  and  salaries.  Counter  action  recommended  to  business  after  the  decline 
was  under  way  might  pertain  either  to  restoring  the  level  of  income  or  to  maintaining  disburse- 
ments despite  the  drop  in  sales.  Preventive  measures  which  business  might  adopt  before  the 
decline  began  would  be  directed  toward  maintaining  or  expanding  sales  revenue  o  r  toward 
scheduling  expenditures  in  such  a  way  as  to  minimize  fluctuations. 

In  one  sense,  action  taken  by  business  will  always  be  preventive  action.  Even  after  sales 
volume  has  started  to  drop  off  there  is  always  the  threat  that  it  may  decline  still  further.  Other 
memoranda  in  this  series  have  pointed  out  that  business  policy  with  respect  to  economic 
stability  should  be  non-cyclical  rather  than  contracyclical.    That  is  especially  relevant  in  any 
consideration  of  selling  and  advertising  as  instruments  for  maintaining  the  level  of  business 
income. 


WHAT   IS  SELLING? 

The  word  selling  brackets  a  variety  of  business  practices.  Consider  the  service  whole- 
saler supplying  staple  merchandise  to  small  retailers.  The  function  of  the  salesman  is  to  call 
at  regular  intervals,  go  over  the  retailer's  shelf  stock  or  his  want  book,  write  up  his  order  and 
expedite  the  delivery  of  the  goods.  The  retailer  is  simply  replenishing  his  inventory  by  replac- 
ing units  which  his  customers  have  bought.  The  economic  justification  of  that  type  of  selling 
rests  on  the  simple  proposition  that  it  requires  less  effort  on  the  part  of  all  concerned  for  one 
salesman  to  visit  a  hundred  retail  stores  than  for  a  hundred  retailers  to  visit  the  wholesale 
warehouse.  Selling  in  this  sense  is  the  routine  communication  about  prices  and  quantities  es- 
sential in  effecting  exchange  transactions.  This  type  of  selling  is  not  at  issue  in  discussing 
sales  policy  relative  to  the  business  cycle. 

Selling  and  advertising  as  the  terms  will  be  used  here  mean  conditioning  consumers,  in- 
dustrial users,  or  intermediaries  to  buy.  Selling  performs  its  function  through  the  transmission 
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of  information  and  argument.  Prospects  become  purchasers  of  a  new  product  only  when  they 
learn  that  it  is  available  and  are  convinced  that  they  can  use  it  to  advantage.  By  inducing  con- 
sumers to  extend  the  range  of  their  purchases  selling  increases  the  total  volume  of  purchases. 
A  competitive  system  tends  to  be  an  expanding  system  when  each  competitor  is  free  to  urge 
the  special  merits  of  his  goods  upon  the  consumer. 

The  American  economy  today  is  a  stimulated  economy.  The  average  family  makes  many 
purchases  which  it  could  postpone  indefinitely  or  go  without  completely.  Failure    to  under- 
stand the  role  of  the  consumer  in  maintaining  a  high  level  of  activity  arises  from  the  fallacious 
economic  doctrine  that  demand  is  insatiable.  Demand  for  basic  necessities  is  persistent  but 
limited.  The  human  stomach  is  only  moderately  elastic.  In  terms  of  the  broader  pattern  of  liv- 
ing, demand  is  not  insatiable  but  expansible.  Selling  and  advertising  do  not  result  merely  in 
replacing  the  old  products  with  the  new.  If  both  new  and  old  are  vigorously  promoted  many  con- 
sumers end  up  buying  both.  If  consumers  can  be  made  to  desire  this  expanding  way  of  life  they 
must  work  to  obtain  the  income  this  expansion  of  consumption  requires.  The  willingness  to 
work  for  more  than  a  bare  existence  is  the  motive  power  which   drives   our  economy  toward 
constantly  expanding  production. 

Selling  and  advertising  have  two  related  but  distinct  objectives.  One  is  to  make  immediate 
sales  and  the  other  is  to  create  interest  and  demand  which  will  lead  to  future  sales.  The  shopper 
in  a  department  store  typically  has  a  double  mission  to  perform.  One  is  to  buy  goods  to  satisfy 
immediate  needs.  The  other  is  to  learn  what  is  available  and  gradually  to  shape  her  decisions 
about  purchases  which  may  still  be  months  away.  A  great  store  is  not  only  a  supply  depot  but 
a  year  round  merchandise  fair  serving  the  purposes  of  consumer  education. 

Behind  the  impact  of  display  and  the  sales  skills  of  the  personnel  in  the  store  is  the  puli- 
ng power  of  advertising.  There  is  store  advertising  telling  the  customer  where  to  look  for  sat- 
sfactory  assortments  of  goods.  There  is  product  advertising  telling  her  what  goods  to  look  for 
and  the  virtues  of  particular  makes  and  models.  Most  advertising  is  broadcast  through  public 
edia  but  it  is  remarkably  selective  because  it  attracts  the  attention  primarily  of  those  with 
appropriate  needs  and  interests.  No  male  economist  has  a  right  to  conclude  that  advertising 
for  a  bra  is  silly  because  he  has  actually  been  eavesdropping  while  the  advertiser  was  talking 
to  the  ladies.  Let  him  get  off  the  party  line  if  he  does  not  like  what  he  hears. 

Mass  retailing  and  mass  advertising  are  the  two  great  institutions  dedicated  to  maintaining 
the  level  of  consumer  purchases.  Mobilizing  the  power  of  these  institutions  is  the  first  step  in 
any  program  to  prevent  depression  through  intensified  selling  efforts.  In  the  forefront  of  the  ef- 
fort should  be  firms  who  are  selling  to  the  consumer  or  advertising  to  the  consumer  although 
there  is  a  place  in  a  comprehensive  program  for  firms  selling  goods  or  services  to  business. 
The  advertising  industry  consisting  of  media  and  advertising  agencies  should  play  a  major 
role.  Advertising  is  sold  as  well  as  bought.  It  is  the  one  form  of  selling  effort  with  an  organ- 
ized interest  behind  it  having  an  obvious  stake  in  demonstrating  the  power  of  mass  selling. 
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There  is  a  market  for  advertising  and  other  marketing  services.  Better  organization  of  that 
market  should  help  to  stabilize  markets  for  products  sold  to  consumers  and  industrial  users. 
This  is  believed  to  be  the  place  to  start  in  any  general  plan  to  harness  the  power  of  selling  to 
prevent  depression. 

Panic  among  buyers  of  marketing  services  leading  to  indiscriminate  slashing  of  sales  and 
advertising  budgets  is  to  be  avoided.  If  selling  works  in  the  way  that  businessmen  believe, 
any  decrease  in  the  impact  of  selling  might  accelerate  the  decline  in  product  sales.  At  the 
same  time  merely  maintaining  the  dollars  of  selling  expenditure  is  not  the  rational  goal.  If 
there  is  any  evidence  of  approaching  stringency  management  should  redouble  its  efforts  to  get 
full  value  for  every  dollar  spent,  whether  for  advertising  and  selling  or  for  other  purposes. 
What  is  needed  is  tougher  and  shrewder  buying  of  marketing  services.  Similarly  those  who  are 
on  the  selling  side  of  this  market  will  have  to  do  a  better  job,  shaping  their  appeals  to  meet 
the  new  attitudes  of  the  buyer.  Several  specific  recommendations  for  better  selling  of  market- 
ing services  will  be  presented  later. 

This  memorandum  is  essentially  a  statement  on  market  organization.  It  reflects  the  con- 
viction of  the  writer  that  the  functioning  of  markets  can  be  improved  through  better  organization. 
The  plan  which  will  be  described  later  is  a  plan  for  bringing  about  a  better  organization  of  the 
market  for  marketing  services.  Any  accomplishment  at  this  level  should  yield  a  large  return  in 
the  stabilization  of  markets  for  products.  The  discussion  of  the  plan  will  be  preceded  by  a 
brief  exposition  of  the  way  that  advertising  and  selling  organize  the  markets  for  products.  A 
final  section  will  outline  a  program  of  economic  and  marketing  research  which  might  promote 
the  objectives  set  forth  in  the  proposed  plan. 


SELLING  AND  MARKET  ORGANIZATION 

A  well  organized  market  is  one  which  provides  an  orderly  framework  for  the  accomplish- 
ment of  exchange  transactions.  It  is  equipped  with  channels  of  communication  and  other  facili- 
ties for  bringing  buyers  and  sellers  together.  It  provides  each  side  with  real  alternatives  by 
making  buyers  actively  aware  of  sources  of  supply  and  sellers  similarly  aware  of  prospective 
customers.  An  organized  market  minimizes  sudden  fluctuations  in  prices  and  volume  and  pro- 
motes continuous  adjustment  of  supply  and  demand.  If  a  market  for  differentiated  products  is 
to  be  considered  well  organized,  competition  must  function  in  such  a  way  as  to  put  each  sup- 
plier in  contact  with  the  customers  he  is  best  prepared  to  serve.  Both  demand  and  supply  are 
highly  diversified  and  the  volume  of  exchange  activity  will  be  maximized  only  when  the  differ- 
entiated segments  of  each  are  appropriately  matched.  Selling  and  advertising  are  essential 
instruments  for  organizing  markets  under  heterogeneous  competition. 

Every  new  product  must  be  sold  if  it  is  to  establish  a  beach-head  in  the  market.  Every  old 
product  that  is  under  competitive  attack  should  have  the  advantage  of  a  corresponding  defense. 
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Consumer  choice  can  rest  on  a  weighing  of  the  claims  and  appeals  of  all  products  offered  for 
the  same  use,  whether  old  or  new.  Even  a  long  established  product,  it  should  be  remembered, 
may  be  new  for  some  uses  or  some  prospective  users.  A  chemical  product  which  has  been  con- 
sumed by  certain  industries  may  serve  quite  a  different  purpose  in  another  industry.  Consumer 
markets  are  constantly  being  renewed  with  the  entry  of  new  wage  earners  or  the  formation  of 
new  families.  New  features  in  an  automobile  or  a  home  appliance  may  induce  the  owners  of 
older  models  to  replace  them.  Many  articles  of  food  and  clothing  are  new  at  the  time  of  purchase 
at  least  in  the  psychological  sense  of  seasonal  or  style  change.  The  selling  power  of  store  dis- 
play backed  by  other  forms  of  selling  and  advertising  are  the  requisite  means  for  creating  the 
occasions  for  purchase  to  match  the  vast  stream  of  goods  pouring  out  of  our  productive  facilities. 

Advertising  and  selling  contribute  to  competitive  equilibrium  by  facilitating  entry  by  the 
new  firm  with  something  to  offer.  Established  firms  have  no  alternative  but  to  increase  their 
own  efforts  if  the  sales  campaign  of  the  new  firm  is  successful.  Some  students  of  the  business 
cycle  have  relied  very  heavily  on  product  innovations  as  the  basis  of  recovery  after  a  depres- 
sion. The  innovation  must  be  effectively  presented  if  it  is  to  be  accepted  by  the  market.  The 
success  of  a  product  offered  by  a  new  firm  puts  pressure  on  established  firms  to  accelerate 
their  own  plans  for  launching  new  products. 

Advertising  enables  the  innovator  to  by-pass  the  intermediary  and  talk  directly  to  the  con- 
sumer. If  it  turns  out  that  consumers  want  the  product,  dealers  and  distributors  will  stock  it 
however  pessimistic  they  may  have  been  before  the  fact.  There  are  products  sold  in  large  vol- 
ume today  which  were  innovations  introduced  in  the  face  of  adverse  trade  opinion  during  the 
years  of  the  Great  Depression.  The  use  of  advertising  can  be  shaped  to  the  needs  of  the  small 
concern  in  a  very  flexible  and  economical  way.  There  are  hundreds  of  mail  order  firms  of 
moderate  size,  for  example,  which  have  established  positions  in  the  market  using  advertising 
as  their  sole  means  of  selling  goods. 

Advertising  is  sometimes  pictured  as  a  tool  of  monopoly  apparently  because  some  large 
companies  make  large  expenditures  for  advertising.  There  is  an  implicit  assumption  that  adver- 
tising has  a  hypnotic  power  which  enables  the  seller  to  control  the  consumer  in  the  way  that 
other  monopolists  may  control  raw  materials.  Advertising  may  induce  consumers  to  buy  a  prod- 
uct but  it  cannot  make  them  like  it  if  the  results  are  disappointing.  The  small  company  or  the 
sponsor  of  a  new  product  does  not  have  to  match  dollars  with  the  large  advertiser.  Usually  he 
is  only  after  a  small  segment  of  the  market  as  a  place  to  start.  There  is  no  possible  advertis- 
ing policy  on  the  part  of  a  large  company  which  will  close  good  products  out  of  all  segments 
of  the  market  at  once.  A  practical  and  current  example  is  the  advertising  of  synthetic  deter- 
gents. The  big  companies  present  their  products  as  all  purpose  detergents.  A  number  of  smaller 
companies  have  built  up  very  substantial  sales  by  advertising  products  for  specialized  uses 
such  as  for  automatic  washers,  dish  washers  or  for  areas  of  very  hard  water.  By  the  very  power 
of  its  emphasis  on  a  particular  advertising  appeal  or  product  feature  the  large  advertiser  opens 
the  way  for  the  small  advertiser  in  cultivating  consumers  who  want  something  else.  The  radi- 
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cally    heterogeneous  nature  of  demand  makes  advertising  and  selling  essential  to  market  organ- 
ization and  at  the  same  time  makes  it  impossible  to  achieve  monopoly  through  market  control. 

It  has  been  stated  that  this  memorandum  is  concerned  primarily  with  preventive  measures 
rather  than  with  aids  to  business  recovery.  The  significance  of  market  organization  is  obvious 
from  the  viewpoint  of  prevention.  The  sudden  changes  which  generate  panic  are  less  likely  to 
occur  in  a  well  organized  market.  Even  after  a  recession  has  started  a  program  for  improving 
market  organization  may  help  to  prevent  further  decline.  A  smoothly  functioning  system  of 
business  communication  is  desirable  in  good  times  or  bad.  The  nature  of  market  opportunity  may 
undergo  some  changes  when  business  is  dull.  Advertising  and  selling  and  the  related  machinery 
of  marketing  research  and  planning  provide  the  means  for  detecting  these  changes  and  adjusting 
marketing  effort  accordingly.  The  obligation  of  business  if  sales  decline  is  to  work  harder  than 
ever  to  get  maximum  results  from  its  sales  and  advertising  efforts. 


SELLING  AND   BUSINESS   PLANNING 

Business  is  concerned  with  survival  and  growth  as  much  as  with  immediate  profits.  Most 
enterprises  behave  as  if  their  greatest  concern  today  was  to  provide  the  conditions  for  making 
a  profit  tomorrow.  Definite  plans  for  periods  of  several  years  ahead  have  become  a  normal  part 
of  business  practice  particularly  since  the  second  World  War.  The  Committee  for  Economic 
Development  played  a  significant  part  in  the  adoption  of  postwar  planning.  Many  companies  con- 
tinued their  planning  activities  on  a  permanent  basis  after  initiating  them  in  the  spirit  of  meet- 
ing an  emergency. 

Long  before  the  war  the  market  research  activities  of  business  had  been  rapidly  expanding. 
The  first  organized  efforts  at  market  research  were  undertaken  by  advertising  media.  Advertisers 
were  urged  to  know  their  markets  in  order  to  give  direction  to  their  selling  and  advertising  ex- 
penditures. Trail  blazing  studies  were  made  of  the  factors  affecting  demand  for  various  products. 
Later,  the  companies  producing  and  marketing  these  products  began  to  make  similar  studies  in 
their  own  behalf.  There  are  sales  managements  today  who  would  not  make  any  major  decision 
without  benefit  of  market  research  but  who  scarcely  knew  the  meaning  of  the  term  ten  or  fifteen 
years  ago.  Meanwhile  techniques  of  research  have  improved  steadily  so  that  market  analysis  has 
earned  still  greater  confidence  from  business. 

Steadily  expanding  knowledge  of  markets  is  one  of  the  factors  which  has  supported  business 
confidence  in  the  postwar  period.  In  the  face  of  a  large  amount  of  pessimistic  sentiment  about 
business  as  a  whole,  businessmen  were  less  subject  to  panic  because  of  the  assurance  they 
felt  about  the  market  outlook  for  their  individual  firms.  Surveys  of  business  opinion  throughout 
this  period  showed  greater  optimism  with  respect  to  the  particular  firm  than  for  industry  gener- 
ally. Further  progress  in  developing  reliable  marketing  facts  and  an  increasing  tendency  of 
management  to  be  guided  by  facts  rather  than  rumor  and  opinion  is  in  the  direction  of  stabiliza- 
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tion.  This  development  has  probably  acted  as  a  hidden  stabilizer  ever  since  the  war.  It  may  help 
to  account  for  the  peculiar  paradox  of  business  talking  bearish  and  acting  bullish  throughout 

this  period. 

The  next  step  that  appears  to  be  indicated  in  marketing  management  is  an  improvement  in 
techniques  of  planning  comparable  to  what  has  happened  in  marketing  research.  A  five  year 
plan  for  a  company  necessarily  begins  with  a  long  range  sales  forecast.  Such  forecasts  take  ac- 
count of  underlying  trends  in  the  market  the  company  serves  and  in  the  case  of  a  multi-product 
line  may  be  built  up  from  projections  for  each  product.  The  main  objective  in  such  studies  is  a 
reliable  prediction  of  the  secular  trend  rather  than  an  attempt  to  foresee  cyclical  fluctuations. 

Sales  forecasting  is  an  appropriate  starting  point  for  planning  investment  needs.  Major  ad- 
ditions to  plant  are  usually  planned  several  years  in  advance.  One  factor  in  encouraging  a  com- 
pany to  proceed  with  expansion  programs  is  the  assurance    that  the  output  of  the  new  plant  can 
be  sold.  That  does  not  mean  that  periods  of  operating  below  capacity  can  be  eliminated  since 
capacity  increases  in  step  fashion  as  compared  to  a  relatively  smooth  trend  for  increasing  sales. 
The  true  management  objective  is  to  minimize  this  discrepancy  over  the  planning  period  by  co- 
ordination of  sales  and  production. 

The  third  factor  to  be  considered  in  this  effort  at  coordination  over  time  is  the  planned  use 
of  selling  and  advertising.  On  the  side  of  personal  selling  future  salesmen  must  be  recruited 
and  trained  in  time  to  be  ready  for  expanding  sales  requirements.  Advertising  budgets  should  be 
evaluated  in  terms  of  both  long-range  and  short-range  objectives.  It  is  only  within  the  context 
of  a  detailed  sales  plan  and  program  that  advertising  can  be  fully  effective.  In  the  longer  view 
advertising  may  be  regarded  as  an  attempt  to  accelerate  a  growth  in  demand  which  might  be 
spread  over  a  longer  period  without  advertising.  Acceleration  of  growth  trends  may  be  an  essen- 
tial factor  in  maintaining  the  alignment  between  plant  capacity  and  potential  sales. 

Advertising  serves  as  a  tool  of  selling  in  pursuit  of  immediate  sales  volume  as  well  as 
being  related  to  long  run  objectives.  Some  shift  toward  more  immediate  goals  might  be  a  rational 
policy  when  business  slacks  off.  This  is  a  limited  possibility  since  it  is  chiefly  retail  adver- 
tising that  can  offer  a  consumer  product  for  sale  at  a  price  and  at  a  given  time  and  place.  For 
either  retailers  or  manufacturers  it  is  believed  that  the  existence  of  a  long-range  plan  for  adver- 
tising and  selling  is  an  essential  background  for  making  the  most  favorable  adjustment  to  cur- 
rent economic  developments. 

The  question  might  be  raised  as  to  whether  reliance  on  selling  and  advertising  to  produce 
sales  volume  as  needed  might  tempt  firms  to  engage  in  over-expansion.  There  is  little  evidence 
that  such  over  confidence  could  become  a  serious  danger.  In  the  course  of  such  detailed  plan- 
ning as  is  proposed  here,  the  obstacles  to  achieving  projected  sales  goals  should  become  fully 
apparent.  Long-range  marketing  plans  are  subject  to  constant  revision  on  the  basis  of  experience. 
If  results  during  the  first  year  are  disappointing  management  has  a  choice  of  postponing  plant 
construction  or  modifying  the  sales  program  either  as  to  size  or  character.  As  planning  tech- 
niques improve  both  as  to  evaluating  potential  markets  and  estimating  the  sales  expenditures 
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necessary  to  reach  an  objective  management  should  come  closer  and  closer  to  the  mark.  The 
discipline  of  careful  factually  based  planning  should  serve  to  eliminate  unwise  projects  as  well 
as  sustaining  confidence  in  those  which  are  sound. 


ADVERTISING  AND  SALES   EFFICIENCY 

In  the  previous  sections  advertising  has  been  bracketed  with  other  methods  of  selling  in  the 
discussion  of  market  organization  and  of  business  planning.  Some  consideration  of  the  relative 
efficiency  of  advertising  and  other  forms  of  selling  is  also  in  order.  Generally  speaking  busi- 
ness would  not  engage  in  advertising  unless  it  was  convinced  that  the  total  cost  of  selling  was 
less  with  advertising  included  than  without.  Most  large  companies  use  both  advertising  and 
personal  selling.  They  make  an  effort  to  combine  them  in  the  most  favorable  proportion  so  as  to 
accomplish  a  stated  result  at  the  lowest  cost.  An  advertisement  of  a  consumer  product  gets  into 
the  home  at  a  very  small  fraction  of  what  it  would  cost  to  have  a  salesman  call.  Sometimes  the 
advertisement  influences  the  attitudes  of  two  or  more  people  whose  judgment  will  be  involved  in 
a  final  purchasing  decision  while  the  salesman  would  be  likely  to  see  only  one  person.  The 
situation  is  similar  in  industrial  selling.  Ordinarily  the  salesman  talks  to  a  purchasing  agent. 
His  decision  in  turn  may  be  influenced  by  others  from  the  president  down  to  a  research  chemist 
or  shop  foreman  who  all  may  have  been  influenced  in  turn  by  advertising. 

Economy  in  other  marketing  costs  arising  from  the  use  of  advertising  extends  far  beyond  the 
immediate  sales  organization.  The  margin  required  for  moving  merchandise  by  mass  retailers 
such  as  super-markets  is  much  less  on  advertised  items  than  on  unadvertised  items.  The  super- 
market can  make  money  on  a  well  advertised  fast  moving  product  carrying  a  margin  of  only  15  to 
20%.  The  market  operator  would  much  rather  have  an  item  of  this  type  than  an  unknown  item  tak- 
ing up  shelf  sp  ace  even  though  the  presumptive  margin  was  50%.  The  same  principle  applies 
with  respect  to  wholesaler's  margins  and  broker's  fees.  It  is  not  unusual  for  the  total  marketing 
margin  on  an  unadvertised  item  moving  through  drug  or  grocery  channels  to  be  twice  as  great  as 
that  for  an  advertised  item. 

Blasts  about  the  high  cost  of  advertising  ignore  these  economies  in  the  total  cost  of  selling. 
They  also  overlook  the  fact  that  advertising  subsidizes  a  number  of  products  and  consumer  serv- 
ices. Without  the  revenue  obtained  from  department  stores  and  other  advertisers,  our  daily  news- 
paper or  weekly  magazine  would  have  to  cost  several  times  as  much.  There  are  frequent  objec- 
tions over  the  amount  of  advertising  carried  by  radio  and  television  programs.  In  economic  terms 
it  is  just  the  other  way  round,  the  programs  being  carried  by  the  advertising.  There  is  no  escap- 
ing the  fact  that  advertising  is  a  cost  for  the  business  which  uses  it  despite  the  incidental  bene- 
fits the  consumer  may  receive  from  it.  These  facts  should  be  of  some  concern  to  management 
however  when  the  curtailment  of  advertising  is  under  consideration.  Advertisers  may  be  making 
a  real  contribution  to  public  morale  in  hard  times  by  maintaining  the  flow  of  information  and 
entertainment  which  is  financed  through  advertising. 
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There  is  no  intention  here  to  condone  waste  in  advertising  which  can  reach  substantial  pro- 
portions in  individual  cases.  The  vaunted  power  of  advertising  is  not  effective  unless  it  is 
properly  harnessed  to  a  task.  That  means  defining  objectives,  coordinating  advertising  with 
other  aspects  of  selling  operations,  and  evaluating  the  results  obtained.  Progress  in  methods  of 
evaluation  has  been  going  on  steadily.  The  pulling  power  of  copy  is  tested  before  it  is  run  and 
the  impact  on  its  audience  can  be  measured  after  it  is  run.  Analytical  methods  are  available  for 
determining  with  increasing  precision  how  much  should  be  spent  for  advertising  and  selling  and 
how  the  total  should  be  allocated.  Advertising  is  no  longer  regarded  as  a  marketing  panacea 
which  automatically  solves  all  of  the  seller's  problems.  He  still  has  to  cope  with  the  complex 
processes  of  moving  goods  requiring  close  coordination  with  production  and  with  the  successive 
units  in  the  channels  of  distribution.  As  an  element  in  a  comprehensive  sales  program,  adver- 
tising offers  the  great  advantage  of  bringing  the  consumer  within  the  system  of  action  in  which 
all  elements  cooperate  to  get  goods  from  the  factory  to  the  home. 

The  fact  that  advertising  is  often  a  relatively  economical  way  of  selling  deserves  special 
consideration  in  times  of  recession.  The  factor  of  economy  will  be  particularly  significant  for 
new  campaigns  initiated  at  that  time  or  in  the  possible  expansion  of  existing  sales  campaigns. 
In  other  words,  the  admonition  to  put  more  effort  into  selling  may  not  require  putting  on  more 
salesmen  but  only  giving  increased  support  to  the  existing  sales  force  through  advertising.  If 
management  is  going  to  put  greater  pressure  on  salesmen  for  results  it  should  boost  their  morale 
to  assure  them  that  the  company  is  maintaining  or  strengthening  its  advertising  effort.  To  do  the 
reverse  i  s  a  little  like  telling  an  infantry  division  which  is  about  to  fight  its  hardest  battle  that 
artillery  support  is  being  withdrawn. 


HOW  ADVERTISING  IS   BOUGHT  AND   SOLD 

Advertising  is  bought  by  companies  of  all  types  and  sizes  and  with  widely  varying  compe- 
tence as  buyers  of  this  service.  The  professed  objectives  range  all  the  way  from  moving  a 
specific  lot  of  merchandise  to  publicizing  the  name  of  the  company  to  the  general  public.  In  be- 
tween is  the  great  bulk  of  advertising  expenditure  concerned  with  continuous  advertising  of 
product  names  or  with  institutional  objectives  other  than  the  sale  of  goods.  A  company  making 
a  substantial  expenditure  for  advertising  usually  employs  an  advertising  manager  to  direct  it  and 
retains  an  advertising  agency  for  counsel  and  technical  service.  The  status  of  the  advertising 
manager  varies  with  the  size  of  the  company's  advertising  budget  and  the  earnings  of  the  agency 
are  similarly  affected  because  of  the  traditional  compensation  of  15%  on  sales. 

Annual  advertising  budgets  in  most  companies  must  be  approved  by  top  management.  That 
means  that  advertising  is  sold  each  year  by  the  advertising  manager  and  the  advertising  agency 
to  a  somewhat  skeptical  chief  executive  or  executive  committee.  There  is  no  assurance  that  the 
sale  will  stick  if  the  management  is  looking  for  places  to  cut  expenses.  The  average  company 
buys  a  million  dollars  worth  of  advertising  in  a  much  more  critical  and  cautious  way  than  it  buys 
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ten  million  dollars  worth  of  raw  materials.  Certainly  management  in  most  instances  will  cut  ad- 
vertising expenditures  with  less  compunction.  For  some  it  appears  that  advertising  is  not  really 
accepted  as  part  of  the  fundamental  pattern  of  operation.  It  is  more  in  the  nature  of  something 
that  is  nice  to  have  provided  all  of  the  essentials  are  covered. 

Any  program  for  preventing  the  curtailment  of  advertising  expenditures  in  business  recession 
must  be  regarded  as  an  effort  to  change  current  practices  of  budgeting  and  controlling  advertis- 
ing expenditures.  It  would  be  fruitless  to  argue  that  business  should  not  economize.  It  is  more 
reasonable  to  hope  that  management  could  be  shown  how  to  economize  more  intelligently.  That 
is  to  be  done  not  by  horizontal  cuts  in  all  sales  campaigns  but  by  a  critical  review  of  each  cam- 
paign in  terms  of  its  objectives  and  any  concrete  evidence  of  results.  It  may  turn  out  that  there 
are  cases  in  which  true  sales  economy  would  lie  in  the  direction  of  increasing  the  expenditure 
for  advertising.  Like  some  classes  of  consumer  purchases,  advertising  expenditure  is  extremely 
postponable.  A  company  may  cease  advertising  entirely  and  not  be  able  to  detect  any  immediate 
damage  to  its  position  over  a  period  of  months. 

The  short-range  objectives  of  advertising  may  change  during  a  depression.  For  example  the 
goal  of  helping  retailers  to  clear  out  their  inventories  may  replace  that  of  getting  them  to  stock 
up  on  the  product  in  the  beginning.  But  any  use  of  advertising  for  such  special  tasks  should  be 
subordinated  to  the  larger  goals  of  long-run  growth  and  stability.  It  is  the  fact  that  the  adver- 
tiser expects  to  be  in  business  next  year  and  the  year  after  which  should  give  direction  to  his 
efforts  to  correct  current  conditions  in  the  distribution  of  his  products.  The  market  position  and 
the  character  of  operations  which  have  been  visualized  for  the  company  five  years  ahead  are  no 
less  important  because  of  temporary  stringency. 

The  amount  of  advertising  bought  is  undoubtedly  greater  because  of  the  skill  and  energy 
with  which  it  is  sold.  Advertising  agencies  originate  new  accounts  or  persuade  existing  ones 
to  expand  their  advertising  efforts.  Advertising  salesmen  press  the  advantages  of  the  various 
media.  In  addition  to  selling  the  idea  that  advertising  pays  or  that  a  given  advertising  medium 
is  effective,  the  advertising  industry  has  urged  the  attractions  of  one  segment  of  the  market  or 
another.  The  farm  market,  the  feminine  market,  the  market  among  active  young  people  buying 
their  homes  and  raising  their  families  have  all  had  their  ardent  advocates.  The  advertising  in- 
dustry long  ago  learned  to  sell  its  own  services  by  studying  the  sales  problems  of  its  customers. 
There  is  a  transparent  self-interest  in  these  market  studies  used  for  promotional  purposes.  Never- 
theless their  value  was  substantial  especially  in  the  pioneering  stages.  The  whole  movement  had 
a  powerful  and  salutary  effect  on  the  way  in  which  goods  are  sold  in  the  United  States  quite  be- 
yond the  application  of  advertising.  It  is  quite  conceivable  that  the  advertising  industry  might 
be  mobilized  to  bring  about  further  transformations  in  marketing  methods. 

In  stimulating  companies  to  advertise  the  salesmen  for  advertising  have  relied  quite  heavily 
on  the  threat  of  competition.  A  number  of  advertisers  would  doubtless  admit  that  their  chief 
reason  for  advertising  is  that  their  competitors  advertise.  While  this  kind  of  selling  may  seem 
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specious  to  the  disinterested  observer  certainly  there  is  nothing  sinister  about  it.  This  activity 
helps  to  stimulate  more  vigorous  competition  which  expresses  itself  in  other  ways  than  the  vol- 
ume of  advertising  expenditure.  New  product  features,  new  forms  of  distribution,  new  services 
to  the  consumer  quite  often  come  into  being  in  the  search  for  something  on  which  to  base  a  com- 
petitive advertising  appeal. 

Competition  within  the  advertising  field  itself  is  very  productive  of  new  ideas  and  new  ways 
of  meeting  sales  obstacles.  It  first  generated  interest  in  market  evaluation,  then  measurement  of 
the  impact  of  advertising  and  more  recently  has  turned  to  an  exploration  of  consumer  motivations. 
At  the  same  time  there  is  a  growing  concern  with  budgeting  procedures  and  sales  planning  as 
factors  determining  the  outlook  for  the  use  of  advertising.  A  stiffer  attitude  on  the  part  of  the 
buyer  of  advertising  can  lead  to  more  resourceful  selling  tactics  which  in  turn  can  lead  to  an 
improvement  in  advertising  and  selling  practice.  The  plan  which  will  now  be  presented  attempts 
to  show  how  this  series  of  reactions  might  be  precipitated.  It  also  embraces  some  suggestions 
concerning  public  policy  which  would  be  favorable  to  the  proposed  program. 


MOBILIZING  THE   POWER   OF   SELLING 

Many  business  leaders  are  convinced  that  intensified  selling  can  be  a  potent  factor  in  fore- 
stalling business  recession.  The  slogan  "Get  Out  and  Sell"  is  likely  to  remain  at  the  level  of 
pious  sentiment  unless  some  device  can  be  found  for  starting  a  chain  reaction.  The  fact  that 
there  is  a  market  for  advertising  and  other  marketing  services  opens  up  the  possibility  of  gain- 
ing large  effects  from  limited  effort  in  organization  and  persuasion.  A  change  of  attitude  by  both 
the  buyer  and  seller  of  advertising  is  indicated  as  a  means  of  stabilizing  advertising  expendi- 
tures and  at  the  same  time  making  them  more  effective.  A  better  use  of  advertising  will  help  to 
bring  about  better  selling  in  general. 

The  end  result  desired  is  to  enlist  the  advertising  industry  as  an  active  advocate  of  sales 
planning.  The  sounder  the  plans  of  business  the  better  the  adjustment  to  basic  conditions  of 
supply  and  demand  and  the  less  violent  will  be  the  reaction  to  superficial  and  passing  phases 
of  economic  stringency.  The  industry  is  already  exercising  a  strong  influence  toward  planning 
as  an  extension  of  its  previous  activity  in  promoting  market  research.  The  need  is  for  an  in- 
tensification of  effort  which  will  accelerate  this  trend. 

From  the  side  of  the  buyer,  what  is  required  is  an  orderly  and  intelligent  procedure  for  re- 
viewing advertising  budgets.  When  the  pressure  for  economy  begins  to  be  felt  it  is  essential 
that  the  buyer  engage  in  a  critical  and  systematic  review  rather  than  indiscriminate  slashing. 
Sales  plans  related  to  long-range  and  short-range  goals  provide  the  most  satisfactory  basis  for 
evaluating  each  item  in  the  budget.  In  many  instances   there  may  be  good  grounds  for  increasing 
the  advertising  appropriation  and  in  other  instances  an  occasion  for  initiating  entirely  new  pro- 
grams. 
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Strong  associations  are  in  existence  representing  big  buyers  of  advertising  on  the  one  hand 
and  the  advertising  industry  on  the  other.  These  associations  might  be  induced  to  begin  at  once 
to  publicize  the  need  for  new  budgeting  criteria  for  the  buyer  and  to  persuade  the  advertising  in- 
dustry that  its  immediate  outlook  depends  on  vigorous  promotion  of  techniques  of  sales  planning. 
These  moves  have  the  virtue  of  being  good  in  themselves  and  worthy  of  business  support  re- 
gardless of  the  phase  of  the  business  cycle.  All  that  is  proposed  is  to  accelerate  these  trends 
to  assist  in  mobilizing  the  power  of  selling  as  a  preventive  measure. 

It  may  be  that  this  reaction  within  the  market  for  advertising  needs  some  sort  of  trigger  to 
start  it  going.  It  seems  reasonable  to  suppose  that  the  great  department  stores  across  the  coun- 
try might  provide  the  initial  impulse.  There  is  no  question  that  they  have  a  major  stake  in  busi- 
ness stability.  A  large  proportion  of  the  purchases  consumers  make  from  department  stores  are 
of  the  postponable  variety.  Many  department  stores  have  suffered  disastrous  declines  of  inven- 
tory values  in  past  recessions.  Department  stores  are  a  compact  group  of  limited  numbers  and 
are  generally  the  recognized  merchandising  leaders  in  their  communities. 

The  average  department  store  is  confronted  with  grave  problems  even  in  good  times.  The 
changing  structure  of  urban  centers  is  tending  to  raise  costs  running  counter  to  insistent  pres- 
sure for  decreasing  the  costs  of  distribution.  Big  stores  often  attempt  to  be  all  things  to  all 
people,  both  customers  and  suppliers.  The  general  merchandise  field  is  possibly  due  for  a  re- 
valuation as  drastic  as  that  which  hit  the  grocery  field  twenty  years  ago.  The  possibility  of  bad 
times  ahead  makes  it  imperative  that  retailers  find  a  way  to  save  themselves  which  incidentally 
might  help  to  save  the  economy. 

The  pertinence  of  these  comments  in  the  present  context  is  that  there  are  patterns  of  be- 
havior for  retailers  which  might  trigger  the  desired  reaction  among  manufacturers  and  the  adver- 
tising industry.  In  preparation  for  possible  economic  stringency  stores  will  certainly  be  review- 
ing their  inventory  positions.  If  they  merely  cut  back  all  along  the  line  they  may  end  with  inade- 
quate assortments  in  many  lines  with  adverse  results  for  their  merchandising  effectiveness.  If 
the  prevailing  policy  is  to  cut  out  entire  lines  they  might  come  out  with  better  merchandising 
assortments.  More  than  that  the  reaction  on  suppliers  would  be  electric.  Knowing  that  a  line 
was  in  jeopardy  would  put  the  seller  on  his  mettle.  He  might  come  up  with  new  merchandising 
aids,  with  specific  plans  for  helping  retailers  dispose  of  overstocks,  and  with  new  programs  for 
low  cost  distribution  through  department  stores. 

If  such  a  movement  were  carried  through  vigorously  it  might  result  in  the  lines  now  carried 
being  divided  up  among  the  leading  stores  in  a  city.  Each  store  might  specialize  on  one  or  two 
makes  of  major  appliances  for  example  instead  of  trying  to  carry  all  leading  makes.  Because  of 
the  possibility  of  more  concentrated  sales  effort  and  better  assortments  on  a  few  lines  both  re- 
tailers and  manufacturers  might  do  as  well  as  ever  and  at  a  lower  cost.  Further  economies  would 
arise  from  buying  in  larger  quantities  provided  adequate  warehouse  space  was  available.  The 
action  of  department  stores  would  have  repercussions  on  other  retailers  in  each  city.  Manufac- 
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turers  would  be  stimulated  to  undertake  critical  reviews  of  their  sales  and  advertising  programs 
and  to  accept  any  proffered  help  toward  instituting  better  sales  planning. 

The  advertising  industry  might  spearhead  its  effort  to  promote  planning  by  organizing  a 
special  type  of  advertising  campaign.  A  close  watch  would  be  kept  for  firms  which  were  going 
ahead  with  long-range  plans,  putting  up  new  plants  and  expanding  sales  programs.  Each  of 
these  companies  would  be  asked  to  run  advertisements  publicizing  its  program.  Firms  which 
were  proceeding  with  expansion  programs  would  be  giving  a  demonstration  of  their  confidence 
in  the  future.  Confidence  is  contagious  so  that  advertising  of  such  programs  would  contribute 
to  stability.  It  would  also  help  to  consolidate  the  movement  toward  general  sales  planning. 

There  is  currently  considerable  discussion  of  a  plan  to  allow  businessmen  to  set  aside  re- 
serves for  advertising  in  good  times  which  could  be  spent  in  bad  times.  This  idea  is  not  new  but 
the  current  plan  attempts  to  meet  some  of  the  objections  to  earlier  versions.  Even  in  its  latest 
form  it  does  not  meet  the  real  issue  as  to  what  will  motivate  advertisers  to  sustain  their  pro- 
grams. The  basic   appeal   should  be  the  relative  efficiency  of  advertising  as  a  means  of  selling 
goods  and  maintaining  market  position.  If  it  can  be  shown  that  maintaining  an  advertising  pro- 
gram is  the  most  economical  thing  to  do,  no  subsidy  will  be  needed  to  induce   management  to 
adopt  this  policy. 

Of  greater  moment  might  be  a  revision  of  the  Robinson-Patman  Act  which  would  remove 
some  of  the  present  restrictions  on  advertising  and  promotion.  A  manufacturer  might  reasonably 
be  allowed  to  place  advertising  through  a  retail  store  subject  only  to  the  restriction  that  the 
money  actually  be  used  for  advertising  and  without  the  requirement  "of  proportionately  equal 
treatment  for  all"  which  is  almost  impossible  to  administer.  Advertising  tie-ups  between  manu- 
facturer and  retailer  might  take  on  increasing  importance  in  recession.  They  might  be  easier  to 
handle  even  under  the  present  law  if  distribution   became  more  selective  as  suggested  above. 

The  viewpoint  embodied  in  the  proposed  plan  rests  on  confidence  in  the  power  of  selling. 
The  chief  problem  is  felt  to  be  that  of  mobilizing  a  force  that  is  dispersed  in  the  hands  of  so 
many  business  entities.  The  program  as  outlined  is  designed  to  produce  certain  reactions  in 
the  market  for  advertising  in  the  hope  of  getting  more  effective  selling  generally.  It  is  con- 
sidered likely  that  department  stores  as  a  group  might  trigger  the  desired  reactions.  The  plan 
does  not  require  any  subsidy  or  special  legislation  although  a  moderate  revision  of  the 
Robinson-Patman  Act  might  be  desirable.  Better  sales  planning  and  better  budgeting  of  adver- 
tising are  ends  that  are  desirable  in  themselves.  Acceleration  of  these  trends  would  also  serve 
as  a  potent  preventive  measure. 


SUGGESTED  TOPICS  FOR  RESEARCH 

A  debate  between  proponents  and  critics  of  advertising  and  selling  is  a  struggle  between 
faith  and  skepticism  with  no  comprehensive  factual  data  on  either  side.  There  are  many  impres- 
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sive  cases  of  advertising  results  but  the  evidence  of  individual  cases  does  not  touch  the  deeper 
issues.  Primary  among  these  is  the  question  of  whether  demand  can  actually  be  created  by  ad- 
vertising and  selling.  What  is  needed  is  a  program  of  basic  research  on  consumer  motivation 
and  responsiveness  to  sales  appeals.  We  need  organized  information  in  particular  on  the  way 
in  which  products  representing  genuine  innovation  enter  into  the  pattern  of  living  for  the  in- 
dividual or  the  community. 

Comprehensive  studies  should  be  made  to  develop  better  budgeting  procedures  and  more 
scientific  principles  of  sales  planning.  There  is  a  wealth  of  experience  available  which  needs 
to  be  collated  and  analyzed.  Even  such  a  fundamental  question  as  the  total  amount  to  be  spent 
by  a  firm  for  advertising  and  selling  needs  clarification.  Analytical  procedures  are  theoretically 
available  but  they  need  to  be  reduced  to  common  sense  terms  to  facilitate  business  application. 

An  attempt  should  be  made  to  determine  the  true  social  cost  of  advertising.  The  figure  is 
obviously  exaggerated  by  the  opponents  of  advertising  but  no  one  knows  what  it  should  be. 
The  gross  figure  has  been  declining  as  a  percentage  of  gross  national  product  for  the  past  25 
years.  No  one  knows  the  cause  of  this  phenomenon.  An  investigation  might  disclose  improve- 
ments in  advertising  on  the  one  hand  or  lost  opportunities  for  advertising  on  the  other. 

Finally  there  would  appear  to  be  a  place  for  a  comprehensive  statistical  analysis  of  the 
relation  of  advertising  to  the  business  cycle.  Reasonably  good  advertising  series  are  available 
not  only  in  total  but  by  media  and  by  classes  of  goods.  Changes  in  advertising  rates  can  be 
traced  and  the  impact  of  major  innovations  in  advertising  can  be  explored.  Even  the  basic 
issue  of  whether  advertising  leads  or  lags  in  cyclical  change  is  in  sharp  dispute. 
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WAGES  AND  PRICES  IN  RECESSION 

by 

EDWARD   S.  MASON 

Dean,  Graduate  School  of  Public  Administration 
Harvard  University 

The  principal  reason  advanced  for  considering  wages  and  prices  in  recession  is  that  some- 
thing can  be  done  about  them.  If  wages  and  prices  were  in  fact  determined  in  impersonal,  purely 
competitive  markets  it  would  clearly  be  impossible  by  any  kind  of  private  wage-price  policy  to 
affect  their  behavior.  If  a  wage-price  policy  were  to  form  any  part  of  anti-recession  measures 
such  a  policy  would  have  to  be  governmental  and  subject  to  all  the  restrictions  that  customarily 
attend  direct  governmental  controls.  On  the  other  hand,  if  we  consider  that  large  firms,  trade 
unions  and  —  in  the  case  of  agricultural  products  the  Government  —  have  some  control  over 
prices  and  wages,  it  may  be  possible  to  consider  the  question  what  kinds  of  price  or  wage  poli- 
cies are  best  suited  to  mitigate  recession.  The  "wage-price  problem"  then  is  principally  con- 
cerned with  the  wage  and  price  policies  of  large  private  economic  entities  —  firms  and  unions  — 
and  of  government. 

In  considering  this  question  we  are  confronted  with  highly  complex  problems  both  of  analysis 
and  prescription.  The  central  analytical  problem  is  to  determine  how  the  aggregates  and  averages 
with  which  stabilization  policy  is  concerned,  i.e.,  total  employment,  output,  and  the  price  level, 
would  be  affected  by  a  change  in  the  behavior  of  particular  prices  or  wage  rates.  For  example, 
would  aggregate  employment  and  output  be  increased  or  decreased  if  the  prices  of  iron  and  steel 
products  were,  by  some  process,  made  to  fall  more  rapidly  at  the  onset  of  recession  than  they 
would  otherwise  be  expected  to  fall?  It  must  be  remembered  that  this  analysis  must  be  related  to 
a  particular  conjuncture  —  a  particular  moment  of  time  —  with  all  the  expectations  associated 
with  that  moment  of  time.  It  may,  for  instance,  make  some  difference  whether  the  action  to  be 
considered  is  on  the  eve  of  recession  or  after  recession  has  fully  "declared  itself." 

Assuming  that  the  analytical  problem  is  solved;  that  we  know  what  kind  of  wage  or  price 
behavior  is,  in  the  particular  context,  desired;  there  is  the  further  problem  of  prescription;  how 
do  we  bring  about  the  desired  behavior?  Action  has  to  be  undertaken  either  by  private  economic 
agencies  —    firms  or  unions  —  or  by  government.  If  we  focus  attention  on  private  agencies  the 
question  arises  whether  the  contemplated  action  is  or  is  not  against  their  own  interests.  Con- 
sidering the  price  policies  of  large  firms,  it  might  be  possible  to  demonstrate  that  if  all  responded 
to  the  onset  of  depression  by  a  prompt  reduction  in  prices  all  would,  in  the  end,  benefit.  On  the 
assumption  that  the  others  take  this  action,  any  one  firm,  however,  might  benefit  still  more,  by 
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refusing  to  cut.  In  this  case  how  bring  this  firm  into  line;  should  the  instrument  be  persuasion 
or  coercion?  The  unlamented  Council  of  Economic  Advisers  used  to  preach  vigorously  a  doctrine 
of  "responsible"  price  and  wage  policy.  This  "Sawdust  Trail"  brand  of  economics,  as  it  has 
been  called,  was  not  noticeably  successful.  Does  coercion  promise  any  better? 

If  we  are  concerned  with  agricultural  or  public  utility  prices,  the  acting  agency  must  be 
government.  Both  agricultural  and  public  utility  price  policies  are  at  present  geared  to  certain 
rigid  long-run  standards;  parity  in  the  one  case  and  a  fair  return  in  the  other.  Assuming  that 
some  different  kind  of  price  behavior  is  better  suited  to  a  sensible  stabilization  policy,  how  is 
this  to  be  brought  about?    Finally  there  is  the  question  of  wage  rates.  Certainly  the  hourly  wage 
rates  of  union  labor  are  highly  resistant  at  present  to  the  onset  of  recession.  Assuming  that 
some  different  type  of  wage  behavior  is  desired  how  is  it  to  be  realized? 

I  think  it  will  be  admitted  that  the  problems  both  of  analysis  and  prescription  in  the  wage- 
price  field  are  highly  complex.  In  what  follows,  attention  will  be  concentrated  exclusively  on 
the  problems  of  analysis.  Since  my  general  conclusion  is  that  it  is  highly  dubious  whether  we 
know  enough  about  the  effects  of  particular  wage  and  price  behavior  on  aggregate  employment 
and  output  to  prescribe,  a  detailed  consideration  of  the  problems  of  prescription  has  seemed  un- 
necessary. 

Any  sensible  consideration  of  the  wage-price  problem  has  to  deal  with  the  effects  of  par- 
ticular price  changes  on  costs  and  cost-price  relationships  on  the  one  hand  and  with  the  effect 
on  aggregate  income  and  expenditures  on  the  other.  About  the  only  clear  cut  conclusions  that 
have  been  reached  in  this  area  have  been  reached  by  assuming  that  the  price  behavior  under 
study  has  no  effect  either,  on  the  one  side,  on  aggregate  income,  or  on  the  other,  on  cost-price 
relationships.  Needless  to  say  these  conclusions  have  been  wrong. 

Anyone  can  see  that,  other  things  being  equal,  if  the  price  of  a  particular  product  falls,  the 
sales  of  that  product  are  likely  to  be  somewhat  higher  than  if  the  price  had  not  fallen.  The 
"other  things  equal"  includes  no  change  in  the  aggregate  volume  of  expenditures.  This  may  be 
a  valid  assumption  in  the  case  of  a  single  commodity;  it  is  clearly  not  valid  for  agroup  of  com- 
modities or  for  all  commodities.  A  fall  in  the  price  of  all  commodities  will  clearly  reduce  aggre- 
gate money  incomes  available  for  expenditures. 

This  was  the  elementary  mistake  made  by  the  proponents  of  the  "price  rigidity"  theory  of 
depression  in  the  1930's.  This  theory  held  in  effect  that  if  the  prices  of  industrial  products  were 
as  flexible  on  the  downswing  as  the  prices  of  agricultural  commodities,    industrial  output 
would  have  been  as  well  sustained  as  agricultural  output.  What  "would  have"  happened  under 
this  assumption  is,  however,  by  no  means  clear  and  one  of  the  unknowns  in  the  situation  is 
what  "would  have"  happened  under  these  circumstances  to  aggregate  real  expenditures. 

Equally  clear-cut,  and  wrong,  conclusions  have  been  reached  on  the  assumption  that 
stabilizing  the  income  of  a  particular  group  of  income  recipients  has  no  effect  on  cost-price 
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relationships.  Thus  it  has  been  maintained  that  if  farm  incomes  or  wage  incomes  are  sustained 
the  effect  must  necessarily  be  to  sustain  the  total  volume  of  employment  and  output.  This  may 
be  so  under  certain  circumstances  to  be  examined  presently,  but  one  of  the  important  considera- 
tions is  the  effect  of  such  stabilization  action  in  cost-price  relationships. 

Both  the  cost-price  and  the  income  effect  of  proposed  changes  in  the  behavior    of  particular 
prices  must  be  taken  into  account  if  a  sensible  judgment  is  to  be  reached. 

Most  of  the  rather  extensive  discussion  of  the  wage-price  problem  in  recession  has  centered 
around  three  issues.  These  issues  must  be  clearly  distinguished.  First,  given  a  constant  quantity 
of  money,  or  some  clearly  specified  monetary  policy,  would  an  acceleration  in  the  fall  of  the 
wage-price  level  in  recession  increase  or  decrease  aggregate  employment?  Second,  how  would  a 
change  in  wage-price  (cost  price)  ratios  affect  total  employment?  If  wage  rates  were  to  fall  at 
the  onset  of  recession  —  prices  remaining  constant  —  would  this  increase  in  the  wage-price 
(profit)  margin  increase  or  decrease  aggregate  employment?  Third,  are  there  some  strategic 
lead-lag  relationships  among  particular  prices  the  development  of  which  might  be  expected  to 
have  an  effect  on  total  employment?  The  following  discussion  considers  these  issues  in  order. 

1.  The  first  issue  was  clearly  formulated  and  —  under  certain  narrow  assumptions  — 
clearly  answered  by  Keynes  in  the  General  Theory.  Suppose,  said  Keynes,  a  general 
lOper  cent  reduction  of  money  wage-rates  during  a  period  of  substantial  employment. 
How  would  this  affect  employment?  In  the  Keynesian  analysis  markets  are  assumed 
to  be  purely  competitive  with  prices  equal  to  marginal  costs.  Short-run  marginal 
costs  are  essentially  labor  costs.  Given  a  general  reduction  in  wage  rates,  marginal 
costs  will  fall  all  around  and  prices  with  them.  Consequently  there  is  no  change  in 
wage-price  (cost-price)  relations  or  the  profit  margin.  Nor  is  there  any  change  in  the 
real  value  of  aggregate  income  and  expenditures. 

The  only  effect  on  total  employment  of  such  a  general  reduction  in  money  wages  is  a 
slow  and  uncertain  effect  via  the  rate  of  interest.  A  decline  in  the  wage-price  level 
would  increase  the  real  value  of  cash  balances  and  this  might  lower  the  rate  of  inter- 
est. If  the  rate  of  interest  falls,  investment  may  increase  and,  if  it  does,  total  em- 
ployment will  increase.  Since,  however,  according  to  Keynes,  there  are  much  quicker 
and  simpler  ways  of  bringing  about  a  fall  in  interest  rates,  via  monetary  policy,  the 
wage-price  contribution  to  stabilization  can  safely  be  neglected. 

The  Keynesian  discussion  deliberately  neglected  the  effect  of  the  assumed  wage- 
rate  change  —  and  of  consequent  price  changes  —  on  wage  and  price  expectations. 
It  simply  compared  "equilibrium  positions"  before  and  after  the  assumed  wage  cut. 
If  expectations  were  to  be  considered  Keynes  would  undoubtedly  have  said  that  his 
argument  against  a  wage-cutting  solution  to  depression  was  reinforced  since  the 
wage  and  price  expectations  invoked  by  such  cuts  would  deter  rather  than  induce 
expansion  of  output  and  investment.  But,  of  this,  more  later. 
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Pigou  later  added  to  the  Keynesian  proposition  the  point  that,  if  a  decli  ne  in  the  level 
of  money  wages  and  prices  increases  the  real  value  of  cash  balances,  consumption  may 
be  stimulated  directly  with  a  consequent  increase  in  employment.  Neither  the  "Keynes 
effect"  (via  the  interest  rate)  or  the  "Pigou  effect"  (via  aggregate  consumption)  de- 
pend on  any  change  in  the  relationship  of  particular  wages  and  prices.  They  are  con- 
cerned with  changes  in  the  level  of  prices  rather  than  with  changes  in  the  relationship 
of  prices.  And  it  should  be  noted  that,  despite  his  insistence  on  the  consumption  ef- 
fect, Pigou  does  not  put  forward  reduction  in  the  level  of  wages  and  prices  as  an  ap- 
propriate method  for  dealing  with  a  short-run  decline  in  employment.  He  merely  holds 
that,  under  static  conditions  and  assuming  a  constant  quantity  of  money,  there  is 
some  price  level  which,  if  it  is  expected  to  continue,  will  permit  the  absorption  into 
employment  of  any  given  number  of  unemployed. 

For  the  problem  with  which  we  are  here  concerned  it  is  obvious  that  "comparative 
statics"  as  a  method  of  analysis  is  inappropriate.  If  some  particular  wage  or  price 
action  is  to  be  pressed  on  private  agencies  or  government,  account  needs  to  be  taken 
of  the  probable  effect  of  such  action  on  short-run  price  and  wage  expectations.  I  take 
it  for  granted  that  an  expectation  of  a  further  fall  in  prices  is  a  deterrent  of  some  mag- 
nitude to  consumer  and  to  business  commitments.  Unfortunately, though  there  has  been 
much  writing  on  the  subject  by  sharp  and  penetrating  economists,  I  do  not  find  the 
argument  either  pro  or  con  price-wage  reductions  as  a  stabilization  measure  in  reces- 
sion via  exceptional  effects,  to  be  convincing. 

Some  impressive  names  (Hicks,  Lange,  Scitovsky,  Boulding)  have  argued  the  propo- 
sition that,  if  the  number  of  islands  of  effective  resistance  to  price  decline  were 
increased,  the  effect  on  business  and  consumer  commitments  would  be  favorable. 
This  is  an  argument  that  looks  toward  the  effect  of  the  behavior  of  prices  on  aggre- 
gate expenditures.  Scitovsky  has  stated  the  argument  as  follows: 

"Consumers  (business)  will  regard  the  movement  of  a  few  isolated  prices 
as  a  normal  phenomenon,  due  to  causes  inherent  in  the  commodities.  Only 
when  price  changes  became  very  general  or  very  drastic  will  they  begin  to 
suspect  'trouble  on  the  side  of  money'  and  wake  up  to  a  realization  of  a 

shift  in  its  value.  This  threshhold  of  consciousness,  we  submit,  is  the 

2/ 
boundary  line  between  a  stable  and  an  unstable  economy."  — 

But  consumers  (and  businessmen)  may  well  become  conscious  of  "trouble  on  the  side 
of  money"  for  other  reasons  than  price  decline:  e.g.  because  output  and  employment 
decline.  In  the  context  in  which  this  problem  is  being  considered,  i.e.  the  onset  of 


U  A.C.  Pigou,  "The  Classical  Stationary  State,"  Economic  Journal,  1943,  pp.  343-51;  "Economic  Progress  in  a 
Stable  Government,"  Economica,  1947,  pp.  180-90.  For  further  discussion  of  this  problem  see  Milton  Friedman, 
"A  Monetary  and  Fiscal  Framework  for  Economic  Stability,"  American  Economic  Review,  June  1948;  Don 
Patinkin,  "Price  Flexibility  and  Full  Employment,"  American  Economic  Review,  Sept.,  1948;  and  Herbert  Stein, 
"Price  Flexibility  and  Full  Employment;  Comment,"  American  Economic  Review,  June,  1949,  p.  725. 

2/  Tibor  Scitovsky,  "Capital  Accumulation,  Employment  and  Price  Rigidity,"   Review  of  Economic  Studies, 
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a  recession,  the  failure  of  particular  prices  to  fall  may  increase  rather  than  diminish 
the  expectation  that  they  will  fall  further.  A  contrast  is  occasionally  drawn  between  a 
"crumbling"  price  structure  and  one  in  which  price  changes  downward  are  made  in  sharp 
steps,  the  implication  being  that  the  latter  type  of  change  is  likely  to  lead  to  buyer  ex- 
pectations that  price  cuts,  once  made,  will  not  soon  be  repeated.  It  is,  no  doubt,  true 
that  for  different  kinds  of  products  buyers  expect  different  kinds  of  price  reaction  to 
the  downswing  and  that  their  timing  of  expenditures  may  well  be  influenced  thereby. 
But  there  is  to  my  knowledge  no  way  of  predicting  with  assurance  how  a  specified 
change  by  a  firm  in  its  customary  method  of  pricing  will  effect  expectations  as  to  the 
subsequent  price  behavior  of  the  commodity  in  question.  Short  of  a  guarantee  by  om- 
niscient authority,  that  not  only  price  but  all  characteristics  of  products  would  remain 
unchanged,  it  is  not  clear  to  me  that  increased  resistance  of  some  prices  to  recession 
will  establish  expectations  leading  to  an  increase  in  the  volume  of  aggregate  expendi- 
tures. And,  to  date,  I  have  not  heard  it  proposed  as  a  depression  expedient  that  gov- 
ernment price  supports  be  extended  from  farm  products  to  all  products. 

The  argument  for  increased  inflexibility  of  particular  prices  as  a  measure  to  counter 
recession  i  s,  to  repeat,  an  argument  that  aggregate  expenditures,  via  changed  price 
expectations,  will  be  increased.  It  does  not  seem  to  me  to  be  convincing. 

On  the  other  hand,  it  does  not  seem  to  me  that  a  really  convincing  case  can  be  made 
out  for  the  opposite  proposition,  i.e.,  that  accelerating  the  decline  in  the  general 
wage-price  level  by  making  inflexible  prices  more  flexible  will  check  or  mitigate 
recession.  As  we  have  seen,  the  crude  and  unacceptable  version  of  this  proposition 
reaches  its  results  by  neglecting  the  connection  between  particular  prices  and  ag- 
gregate expenditures.  A  more  sophisticated  but  notably  vague  version  of  the  proposi- 
tion starts  with  the  assumption  that,  in  "equilibrium,"  prices  in  the  system  bear 
some  sort  of  normal  and  healthy  relation  to  each  other  which,  if  disturbed,  should 
be  corrected.  The  upswing  of  the  cycle  presumably  disturbs  this  price  balance  and 
recession,  therefore,  has  a  cleansing  and  strengthening  function  to  perform  in  re- 
storing balance.  Hence  such  measures  as  may  facilitate  this  restoration  such  as 
reducing  impediments  to  the  adjustment  of  sticky  prices  are  a  proper  part  of  a 
sensible  stabilization  program. 

Something  like  this  conc^tion  of  price  balance  seems  to  be  behind  some  of  the 
National  Bureau's  work  on  the  behavior  of  prices  in  the  cycle.  The  unreconstructed 
Council  of  Economic  Advisers,  furthermore,  was  fond  of  exhorting  businessmen  and 
trade  union  leaders  to  follow  "responsible"  price  and  wage  policies  in  the  inter- 
est of  balance  in  the  economy  as  a  whole.  So  far  as  I  am  aware,  however,  the  con- 
cept of  "balance"  in  the  price  system  has  not  been  sufficiently  defined  to  permit 
a  judgment  whether  a  specified  change  in  a  particular  price  would  in  a  given  time 
context,  improve  or  disturb  balance. 
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A  consideration  of  price  balance  and  departures  from  balance  raises  the  question  whether 
there  are  not  certain  stretegic  lead-lag  relationships  among  prices  that  may  mitigate  re- 
cession or  promote  recovery.  This  question  is  examined  later. 

Before  leaving  the  present  subject,  however,  two  further  remarks  need  to  be  made.  It 
has  been  effectively  argued  that  periodic  mild  contractions  serve  a  useful  purpose  in 
stimulating  efficiency  in  the  use  of  resources.  According  to  a  CED  pronouncement, 
"In  the  optimistic  climate  of  a  mild  expansion,  ventures  are  undertaken  that  might 
not  be  risked  in  a  perfectly  stable  world.  And  mild  contractions  make  for  efficiency 
by  bringing  about  shakedowns  of  business  practices." 

To  harvest  such  advantages  as  mild  recession  in  the  economy  as  a  whole  may  provide, 
however,  it  is  not  an  indispensable  condition  that  wages  and  prices  be  relatively  flexible. 
Small  variations  in  aggregate  output  may  be  expected  to  produce  variations  in  profits  large 
enough  to  accomplish  this  purpose. 

Secondly,  to  question  whether  the  inflexibility  of  particular  prices  has  been  demonstra- 
ted to  affect  adversely  the  volume  of  employment  and  output  in  recession  is  not  to  argue 
the  merits  of  policies  of  price  or  wage  stabilization.  If  consumers  are  going  to  receive 
the  advantages  of  cost-reducing  changes  in  technology  and  if  economic  resources  are 
going  to  be  effectively  re-allocated  in  response  to  shifts  in  demand,  there  must  be 
changes  in  the  structure  of  prices.  The  pressure  for  these  desirable  structural  changes 
is  probably  greatest  in  periods  of  general  economic  contraction.   Business  or  labor  re- 
sistance to  cyclical  price  reductions  could  prevent  those  changes  in  the  wage-price 
structure  that  are  necessary  to  an  effective  long-run  allocation  of  resources. 

In  sum,  my  conclusions  on  the  question  whether  a  sensible  anti-recession  policy 
should  include  measures  designed  to  make  sticky  prices  more  flexible,  or  in  other 
ways  to  accelerate  a  decline  in  the  wage-price  level,  are  embarrassingly  negative. 
I  do  not  think  the  "expectation  theorists"  have  made  out  their  case  for  increasing 
the  number  of  "islands  of  resistance"  to  general  price  reduction;  nor  do  I  think  that 
the  proponents  of  increased  price  flexibility  have  proved  their  point. 

2.  A  second  line  of  attack  on  the  wage-price  problem  in  recession  is  concerned  with  the 
effects  on  aggregate  employment  and  output  of  changes  in  wage-price  (cost-price) 
margins.  On  this  question  the  classical  economists  were  inclined  to  speak  with  assur- 
ance. Given  an  increase  in  the  cost-price  (profits)  margin  that  could  be  expected  to 
continue,  output,  investment  and,  consequently  employment  must  necessarily  increase. 
On  this  question  even  Keynes  was  eminently  orthodox  and  classical;  only,  under  the 
assumption  of  pure  competition,  he  refused  to  admit  the  possibility  of  any  substantial 
short-run  change  in  the  wage-price  margin.  Wage  cutting  was,  to  him,  an  inappropriate 
anti-depression  measure  precisely  because  prices  must  be  expected  to  fall  with  wages. 
And  a  fall  of  prices  —  wages  remaining  constant  —  could  only  accentuate  unemployment 


1  Monetary  and  Fiscal  Policy  for  Greater  Economic  Stability,  a  Statement  on  National  Policy  issued  by  CED  Research 
and  Policy  Committee,   1948,  p.   10. 
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by  making  marginal  outputs  unprofitable. 

Later  Keynesians,  however,  on  this  question  have  not  uniformly  followed  the  master.  If 
the  competitive  assumption  is  dropped  and  important  monopoly  elements  in  the  system 
recognized,  there  emerges  the  possibility  that  relatively  sticky  prices  or  wage  rates  may 
produce  a  substantial  short-run  change  in  cost-price  margins.  Suppose  that  wage-rates  are 
the  inflexible  items  and  that,  at  the  onset  of  recession,  prices  fall  while  wage- 
rates  are  sustained.  If  the  stickiness  of  wage-rates  means  inflexible  wage  costs  then 
profit  margins  will  decline.  May  this  not  bring  about  a  shift  of  income  from  those  with 
a  low  propensity  to  consume  (profit  receivers)  to  those  with  a  high  propensity  to  con- 
sume (wage  receivers).  Since  we  are  assumed  to  be  on  the  eve  of  recession,  invest- 
ment prospects  are  not  particularly  favorable  in  any  case.  It  can  be  argued,  therefore, 
that  the  prospects  for  sustaining  output  and  employment  are  favored  by  any  measure 
that  tends  to  raise  consumption. 

Something  like  this  argument  has  become  dogma  in  the  American  Labor  movement,  par- 
ticularly the  C.I.O.  wing.  Attention  is  primarily  focussed  on  the  aggregate  volume  of 
expenditure  with  relatively  little  attention  given  to  the  bearing  of  cost-price  relations 
on  incentives.  Since  what  is  here  represented  is  a  view  widely  held  not  only  in  labor 
circles,  we  shall  exami  ne  it  presently.  Before  returning  to  this  question,  however,  it 
seems  advisable  to  look  at  the  very  similar  question  presented  by  farm-price  supports. 

It  is,  of  course,  widely  held  that  the  farm  price  support  policy  is  an  important  anti-de- 
pression hedge.  But  the  question  naturally  arises  —  why,  if  sustaining  farm  prices  is 
a  good  way  of  staving  off  depression,  government  support  of  all  prices  would  not  be 
even  better.  A  case  might  be  made  out  for  the  stabilization  value  of  the  farm  support 
policy  if  it  could  be  shown  that  farmers  have  a  strong  propensity  to  consume  or  in- 
vest directly  all  income  they  receive  while  other  income  recipients,  from  whom  in- 
come is  transferred  by  reason  of  the  high  level  of  farm  prices,  have  a  much  lower  pro- 
pensity. There  may  be  some  validity  to  this  case  though  it  seems  likely  that,  if  in- 
come transfers  are,  in  fact,  brought  about  by  farm  price  policy,  the  main  losers  are 
the  principal  ultimate  consumers  of  farm  products,  i.e.,  wage  receivers,  who  certainly 
have  a  high  propensity  to  consume.  Another  argument  with,  perhaps,  more  validity  is 
that  the  farm  price  support  policy  is  a  means  of  inducing  desirable  deficit  financing 
in  depression.  It  is  generally  agreed,  by  the  CED  and  others,  that  deficit  financing 
is,  in  fact,  a  desirable  depression  expedient  to  sustain  output  and  employment.  If  it 
can  be  argued  that  a  sensible  fiscal  policy,  i.e.,  a  justifiable  volume  of  deficit 
financing,  is  impossible  without  such  political  commitments  as  are  represented  by 
the  farm  price  support  policy,  there  is,  indeed,  a  case  for  this  policy  as  a  stabiliza- 
tion measure.  This  is  about  the  only  case  that  can  be  seen  with  the  naked  eye. 

The  case  for  adjusting  wage-price  margins  as  a  stabilizing  device  does  not,  however, 
rest  on  any  appeal  to  deficit  financing.  It  is,  in  simplest  terms,  an  argument  that,  at 
least  in  certain  conjunctures,  aggregate  spending  (consumption  plus  investment)  can 
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be  increased  by  increasing  wages  at  the  expense  of  profits.  At  many  stages  of  the  busi- 
ness cycle,  it  is  true,  an  attempt,  by  increasing  wage-rates,  to  shift  incomes  from 
profits  to  wages,  is  likely  to  be  frustrated  by  the  nasty  business  habit  of  adjusting 
prices  to  the  wage-rate  increases.  But  it  is  argued,  if  the  wage-rate  increase  is  under- 
taken on  the  eve  of  recession,  the  competitive  situation  will  not  be  conducive  to  price 
increases. 

Unfortunately  this  consideration  introduces  a  delicate  problem  of  timing.  In  1945,  when 
the  specter  of  8  million  unemployed  loomed  large,  wage-rate  increases  (without  price 
adjustments)  were  advocated  as  a  means  of  sustaining  consumer  expenditures.  Wage  rates 
increased  but  so  did  prices  and  aggregate  expenditures  were  certainly  more  than  ade- 
quate to  sustain  employment.  In  1947,  after  the  rapid  increase  in  prices  following  the 
abandonment  of  price  controls,  wage-rate  increases  (without  price  adjustments)  were 
again  advocated  as  a  means  of  sustaining  demand. 

The  Council  of  Economic  Advisers,  after  reviewing  the  "favorable"  and  "unfavorable" 
aspects  of  the  business  outlook,  spoke  as  follows: 

"Chief  among  the  unfavorable  factors  is  the  marked  decline  in  real  purchasing 
power  of  great  numbers  of  consumers,  resulting  from  the  large  price  increases 
in  the  second  half  of  last  year. .  . 

"If  price  and  wage  adjustments  are  not  made  —  and  made  soon  —  there  is  a 
danger  that  consumer  buying  will  falter,  orders  to  manufacturers  will  decline, 
production  will  drop,  and  unemployment  will  grow  —  unless  consumers  resort 
to  large  additional  borrowing  and  use  of  part  savings  to  buy  the  increased 
supply  of  goods.  These  temporary  expedients  are  limited  in  power  and,  even 
if  available,  would  merely  postpone  the  day  of  reckoning."  ^ 

Price  and  wage  "adjustments"  took  place  all  right  but  they  were  both  in  an  upward  di- 
rection and  full  employment  and  inflation  continued. 

In  1949  the  onset  of  a  small  recession  was  again  the  occasion  for  pleas  for  wage-rate 
increases  or  price  reductions  or  both  as  a  means  of  sustaining  aggregate  consumer  ex- 
penditures. The  fourth  round  of  wage-rate  increases  followed,  accompanied  again  by 
price  increases.  These  experiences  in  "timing"  wage  or  price  adjustments  as  a  con- 
tribution to  stabilization  policy  may  well  contain  a  lesson  for  1954. 

The  1949  situation  is  particularly  relevant  since  a  clear  statement  of  the  wage-price 

remedy  for  depression  was  issued  when  there  was   unmistakable    evidence  that  a 

2/ 
downturn  of  some  sort  was  in  progress.—    In  two  documents  prepared  for  the  C.I.O., 


1  C. E.A.  Annual  Report,  January,   1947. 

2  Th 
E 
of  the  argument  stated  hete 


he  next  few  paragraphs  are  adapted  from  my  paper,  "Prices,  Costs  and  Profits",  published  in  Money,  Trade  and 
conomic  Growth  in  honor  of  John  H.  Williams,  1951.The  reader  is  referred  to  this  paper  for  an  elaboration  of  some 

61 


Robert  Nathan  and  his  associates  called  for  an  increase  in  real  wages  to  be  brought 
about  either  by  an  increase  in  money  wages  or  a  reduction  in  prices  or  both. 

The  thesis  of  these  documents  is  that  the   time  to  raise  wages  is  when  profits  and 
investment  have  started  to  decline. 

"Profits  are  still  high  but  declining.  If  business  falls  much  further,  profits 
will  decline  precipitously.  A  major  depression  will  see  profits  replaced  by 
losses.  If  the  business  community  acts  now  to  help  stop  the  recession, 
profits  will  continue  to  be  earned  . .  . 

"If  business  can  afford  to  cut  prices,  it  can  afford  to   raise  wages  and  other 
types  of  labor  income.  One  or  the  other  has  been  necessary  all  during  the 
last  nine  months."  */ 

.     .  .      .  .  .      .  .  3/ 

Again,  in  a  later  publication,  Nathan  summarizes  his  views  succinctly. 

"It  is  our  contention  that  wage-rate  increases  in  profitable  industries  dur- 
ing the  summer  of  1949  would  result  in  increased  total  spending  in  the 
economy.  Business  would  find  it  difficult  to  pass  along  these  wage  in- 
creases in  the  form  of  higher  prices  .  .  .      Wage  increases  based  on  ability 
to  pay  would  not  significantly  depress  business  expenditures  at  a  time  when 
investment  outlays  are  declining  largely  because  of  inadequate  consumer  ex- 
penditures to  support  the  peak  rate  of  investment  expenditures.  Increased 
purchases  on  the  part  of  those  who  receive  wage  increases  would  enlarge 
consumer  demand,  place  props  under  declining  investment,  and  make  more 
universal  the  ability  to  pay  higher  wages." 

The  contention  raises  two  questions.  Will  wage-rate  increases,  under  the  circumstances 
of  the  summer  of  1949  —  or  those  envisaged  in  the  impending  recession  of  195X  —  lead 
to  an  increase  in  prices?  If  they  are  not  followed  by  an  increase  in  prices,  will  it 
produce  an  increase  in  aggregate  real  expenditures  favorable  to  output  and  employ- 
ment in  the  economy  as  a  whole?  An  answer  requires  us  to  choose  among  so  many 
possible  values  for  the  relevant  variables  that  no  definite  reply  can  be  given  to  either 
question. 

An  examination  of  what  did  in  fact  happen  in  1949  does  not  help  us  very  much  with 
the  first  question.  The  steel  wage  settlement  in  September  which  increased  wage 
rates,  on  the  average,  about  10  cents  an  hour  was  followed  by  a  substantial  increase 
in  steel  prices.  But  it  is  always  possible  for  the  advocates  of  the  Nathan  policy  to 
reply  that  this  increase  would  have  taken  place  with  or  without  a  wage  increase. 


1/  A  National  Economic  Policy  for  1949,  and  The  Economic  Position  of  the  Steel  Industry,   1949-  Washington, 

Robert  R.  Nathan  Associates,  Inc.,   1949. 
2/  A  National  Economic  Policy  for  1949,  p.  37. 

3J  Comments  of  Sumner  H.  Slichter  on  the  Steel  Report,  "The  Review  of  Economics  and  Statistics",  Nov.   1949, 
pp.  788-289- 
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And  it  is  in  fact  true  that  prices  in  many  areas  stiffened  with  the  upturn  that  became 
evident  towards  the  end  of  the  summer  of  1949-  On  the  other  hand,  if  prices  had  not 
risen,  it  would  have  been  possible  for  opponents  of  the  Nathan  position  to  say  that, 
in  the  absence  of  increase  in  wage  costs,  steel  prices  would  have  fallen.    Ex  post 
statistics  are  by  no  means  conclusive  for  either  side. 

Approaching  the  problem  ex  ante,  Nathan  appears  to  rely  on  competitive  pressures 
augmented  by  unfavorable  business  expectations  to  prevent  a  wage  increase  from  gen- 
erating a  price  increase.  If  competition  were  "pure",  prices  being  equal  to  short-run 
marginal  costs,  an  increase  in  wage  rates  that  increased  short-run  marginal  costs, 
could  not  fail  to  lead  to  a  price  increase.  But,  however  competition  in  the  steel 
industry  may  be  described,  it  is  certainly  not  "pure".  It  would  be  easy  to  set  up 
a  "market  model"  capable  of  translating  a  substantial  wage  increase  into  a  zero- 
price  increase.  On  the  other  hand,  with  the  market  demand  for  steel  products  being 
quite  clearly  price  inelastic  in  the  short  run,  it  does  not  require  stretching  the 
imagination  to  conceive  of  a  relation  among  firms  such  that  prices  could  move  up- 
ward fairly  easily  with  cost  increases  even  in  the  initial  stages  of  a  business  down- 
turn. It  would  seem  incumbent  on  those  who  argue  that  a  wage-rate  increase  in  a 
particular  industry  will  not  produce  a  price  increase  to  indicate  what  combination 
of  competitive  and  monopoly  elements  is  relied  on  to  produce  this  conclusion.  The 
postwar  experience  has  indicated  that  governmental  and  quasi-governmental  ex- 
hortation is  not  a  particularly  important  element  in  the  process  of  price  determination. 

If,  however,  for  the  sake  of  argument  we  assumed  that  prices  do  not  rise  with  an  in- 
crease in  wage  rates,  what  is  likely  to  be  the  effect  of  the  wage  increase,  in  the 
early  stages  of  the  downturn,  on  the  economy  as  a  whole?  The  Nathan  thesis  main- 
tains that  the  result  of  such  a  wage  increase  is  to  transfer  income  from  profits,  which, 
considering  the  assumed  business  outlook,  are  not  likely  to  be  invested,  to  wages 
which  are  sure  to  be  spent.  Consequently,  aggregate  real  expenditures  are  increased, 
the  demand  for  consumers'  goods  is  sustained  and,  indirectly,  the  outlook  for  invest- 
ment is  improved. 

It  is  certainly  possible  that,  under  given  circumstances,  this  chain  of  events  might 
follow  a  wage-rate  increase.  Whether  it  did  or  not  would  depend  on  the  immediate 
effect  of  the  wage  increase  on  employment  in  the  industries  affected  via  the  shape 
of  existing  cost  functions  and,  over  a  somewhat  longer  period,  via  a  substitution 
of  other  factors  for  labor;  on  the  marginal  propensity  of  wage  earners  to  consume; 
on  dividend  policies  of  the  companies  affected  and  on  their  investment  programs; 
on  the  state  of  confidence  in  industry  in  general,  and  on  other  matters.  It  would 
depend,  in  other  words,  on  a  number  of  magnitudes  that,  in  the  present  state  of  our 
knowledge,  we  have  no  means  of  estimating.  The  fact  of  the  matter  is  that  we  can- 
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not  prescribe  a  universally  valid  wage-price  policy  designed  to  check  a  cyclical  down- 
swing, and  the  forces  shaping  a  particular  solution  are  usually  not  known  until  too 
late  —  if  then. 

So  much  for  a  narrowing  of  the  wage-price  margin  as  a  stabilization  expedient.  But 
what  about  a  widening  of  the  margin,  say  by  lowering  of  wage  rates,  prices  remain- 
ing fixed?  Leaving  aside  the  impossibly  difficult  question  of  how  this  change  in 
margins  is  to  be  brought  about,  there  is  still  no  assurance  that  it  would  accomplish 
the  desired  result.  The  classical  argument  that  an  increase  in  profit  margins  will 
necessarily  increase  aggregate  employment  is  an  argument  as  to  the  ultimate  ef- 
fects of  a  widened  profits  margin  that  is  expected  to  persist  over  time.  What  the 
short-run  consequences  of  such  a  change  would  be,  taking  account  of  initial  ef- 
fects on  aggregate  money  expenditures  and  of  expectations  concerning  subsequent 
wage  and  price  behavior  in  an  economic  and  political  environment  colored  by  re- 
cession, it  is  hard  to  say.  Since  it  is  very  difficult  for  me  to  see  how  the  change 
in  wage-price  relations  here  contemplated  could  be  brought  about  by  any  kind  of 
governmental  or  private  wage-policy,  i  t  does  not  seem  necessary  to  pursue  this 
argument  further. 

My  conclusions  concerning  the  role  in  a  stabilization  program  of  a  policy  designed 
to  change  the  wage-price  margin  are  again  essentially  negative.  We  do  not  know 
enough  about  price-income  relationships  in  the  economy  to  be  able  to  predict  with 
assurance  what  the  consequences  of  a  series  of  specified  changes  in  the  wage- 
price  margin  for  particular  products  would  be.  And,  even  if  we  did,  it  is  by  no 
means  clear  how  these  specified  changes  could  be  accomplished. 

3.  Our  discussion  of  the  possible  effects  on  total  output  and  employment  of  changes 
in  "strategic"  lead-lag  relationships  among  particular  prices  can  be  short  and 
simple.  Although  there  may  be  relationships  such  that  an  induced  decline  in  par- 
ticular prices  may  release  incentives  to  expansion  of  aggregate  output  and  invest- 
ment no  one  has  been  able  to  specify  what  these  relationships  are.  The  single  ex- 
ception, of  course,  has  to  do  with  the  rate  of  interest  and  the  reasons  why  a  change 
in  the  price  of  money  is  likely  to  have  different  effects  on  the  economy  as  a  whole 
than  changes  in  other  prices  is  worth  a  minute's  notice. 

A  fall  in  interest  rates  necessarily  increases  the  value  of  all  durable  assets  in  the 
economy  whether  these  assets  are  physical  properties  or  claims  to  future  income. 
The  more  durable  the  asset  the  more  significant  the  effect.  This  change  in  the  re- 
lationship between  the  value  of  items  in  the  existing  stock  of  durable  goods  and 
the  current  cost  of  producing  these  items  create  a  series  of  incentives  to  the  ex- 
pansion of  output  of  durable  goods.  There  may  be  differences  of  opinion  concern- 
ing the  magnitude  of  the  effect  under  particular  circumstances,  but  the  direction 
of  the  effect  is  not  in  doubt. 
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It  has  been  argued  that  effects  similar  to  these  attending  an  interest  rate  reduction  might 
be  secured  by  reducing  the  price  of  new  investment  goods.  If,  for  example,  steel  prices 
fell,  would  this  not  constitute  a  stimulant  to  new  investment  very  similar  to  a  fall  in  the 
rate  of  interest?  No  doubt  this  would  be  the  effect  if  it  could  be  assumed  that  aggregate 
expenditures  are  independent  of  the  price  of  steel.  It  is  doubtful,  however,  whether  this 
assumption  can  be  made. 

Other  claimants  to  the  title  of  "strategic"  are  commodities  whose  short-run  demands  are 
price  elastic.  Again  there  is  no  doubt  that  for  these  particular  commodities  price  reduc- 
tions would  lead  to  expansion  of  output  and  employment  in  the  industries  in  question. 
What  would  happen  to  aggregate  output  and  employment,  however,  under  circumstances 
of  an  impending  or  actual  downturn  of  business  is  highly  problematical.  With  respect  to 
the  general  argument  that  there  are  particular  prices  that  justify  special  attention  in  a 
stabilization  program  I  can  only  repeat  that,  to  date,  no  one  has  clearly  indicated  what 
these  prices  are. 

The  essentially  negative  conclusions  I  have  reached  concerning  the  role  in  a  stabiliza- 
tion program  of  either  a  governmental  or  private  policy  of  wage  or  price  reductions  in 
recession  does  not  necessarily  mean  that  wage-price  policy  has  no  function  to  perform 
under  other  circumstances.  It  may  well  be  that,  on  the  upswing,  moderation  in  wage  or 
price  adjustment  may  facilitate  the  attainment  of  full  employment  without  substantial 
inflation. 

It  is  also  possible  that  in  countries  heavily  dependent  on  foreign  trade  wage-price  re- 
ductions in  depression  will  tend  to  increase  aggregate  employment.  It  is  said,  for  ex- 
ample, that  governmentally  induced  wage  and  price  reductions  in  Australia  during  the 
1930's  had  this  effect. 

In  the  American  economy  of  195X,  however,  it  is  my  firm  opinion  that  a  program  designed 
to  mitigate  recession  should  look  to  other  measures  than  wage-price  policy. 
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CONTRACYCLICAL  ASPECTS  OF  PRIVATE  RESIDENTIAL  BUILDING 

by 

MILES   L.   COLEAN 

Consulting  Economist  and  Architect 

Because  the  number  of  houses  built  has  always  been  large  during  a  time  of  prosperity,  and  be- 
cause it  was  drastically  low  during  the  only  depression  about  which  we  have  good  records,  a  com- 
mon conclusion  is  that  one  effective  way  to  avoid,  or  to  reduce  the  impact  of,  a  depression  would 
be  to  take  measures  to  maintain  or  enlarge  the  volume  of  housebuilding. 

This  view  rests  on  two  tacit  assumptions:  1)  that  a  drop  in  residential  building  is,  to  some 
important  degree,  a  trigger  for  or  a  major  contributor  to  a  more  general  economic  decline,  and  2) 
that  there  are  measures  that  can  be  effective  in  holding  up  or  expanding  activity  when  the  normal 
market  mechanisms  fail  to  do  so. 

The  purpose  of  this  paper  is  to  examine  these  assumptions  and,  to  the  extent  that  they  may  be 
found  valid,  to  suggest  specific  measures  that  might  help  to  increase  or  maintain  residential  build- 
ing as  other  activities  decline,  or  at  least  to  prevent  a  decline  in  residential  building  from  going 
so  far  as  to  produce  a  seriously  retardant  effect  on  business  generally. 


THE  BACKGROUND 

The  Onset  of  the  Great  Depression.  The  examination  necessarily  begins  with  the  conditions 
in  the  housing  market  just  prior  to  the  spectacular  collapse  of  the  early  1930s.  There  had  been  a 
substantial  amount  of  building  during  the  decade,  although  the  years  of  continuous  expansion  were 
over  within  a  half  of  the  period.  By  1926,  single-family  housebuilding  was  in  a  definite  decline; 
apartment  building  activity  continued  at  a  high  rate  for  a  few  years  more  and  then  fell  rapidly. 

It  has  been  frequently  noted  that  family  formation  reached  a  postwar  peak  in  1923,  two  years 
before  the  housebuilding  peak,  and  that  residential  rents  (insofar  as  the  scanty  data  can  be  relied 
upon)  made  their  high  point  in  1924.  With  the  demand  lessened  by  a  smaller  increment  of  new  fami- 
lies and  with  supply  increased  to  a  point  where  rentals  began  to  drop,  an  end  of  the  building  boom 
was  doubtessly  unavoidable,  although  a  collapse  was  by  no  means  certain.  Since  neither  family 
formation  nor  rent  declined  drastically  until  the  early  1930s  —  by  which  time  the  whole  economy 
was  in  a  slide  —  it  seems  unlikely  that  inbalances  in  the  supply-demand  relationships  within  the 
housing  world  alone  were  of  sufficient  force  to  have  brought  on  or  to  have  made  a  major  contribu- 
tion to  a  catastrophe. 
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The  principal  causes  of  the  sharp  curtailment  of  activity  after  1929  undoubtedly  lie  elsewhere. 
Nevertheless  it  is  true  that  conditions  within  the  housing  world  made  it  particularly  vulnerable  to 
economic  shock,  so  that,  once  weaknesses  developed  in  the  economy  as  a  whole,  the  effects  on 
residential  building  were  particularly  sharp,  and  the  subsequent  repercussions  on  the  rest  of  the 
economy  were  also  severe. 

Probably  the  most  serious  source  of  vulnerability  lay  in  the  methods  used  to  finance  housing 
both  for  home  ownership  and  for  rental  occupancy.  Predepression  mortgage  financing  for  home 
ownership  was  far  different  from  that  of  today.  Much  of  the  lending  was  done  for  short  periods, 
without  provision  for  amortization  or  curtailment.  First  mortgages  were  commonly  supplemented  by 
second  and  even  third  mortgages  in  order  to  lower  down  payments  sufficiently  to  create  a  function- 
ing market.  Interest  rates  were  much  higher  than  today,  especially  on  the  secondary  financing,  and 
the  customary  initial  premiums  and  discounts  and  frequent  renewal  fees  made  the  actual  cost  of 
money  far  more  than  the  nominal  interest  rate. 

These  characteristics  had  several  important  influences  on  the  housing  market.  The  market 
was  restricted  to  those  who  could  meet  the  high  money  charges;  and  the  strain  on  even  these  buy- 
ers is  evident  from  the  prevalence  of  secondary  financing.  Such  a  situation  was  certainly  con- 
ducive to  a  decline  in  demand.  Much  greater  danger,  however,  lay  in  the  short-term  character  of 
the  mortgage  debt.  If  any  considerable  volume  of  the  debt  should  come  due  at  a  time  when  lenders 
themselves  were  so  pressed  for  funds  that  the  customary  renewals  could  not  be  granted,  neither 
would  the  borrowers  be  able  to  pay  nor  the  lenders  be  able  to  meet  their  obligations  to  depositors 
or  shareholders. 

The  Financial  Collapse.  All  of  these  things  happened.  The  costly  financial  mechanism  choked 
off  demand  as  soon  as  the  first  slackening  appeared.  Then  the  whole  mortgage  structure  collapsed 
with  the  increasing  requirement  for  liquidity  after  1929,  carrying  with  it  borrowers  (who,  hard 
enough  pressed  to  carry  the  regular  charges  on  their  debts,  could  not  possibly  meet  the  unantici- 
pated demands  for  repayment),  lending  institutions  (who,  if  not  broken  by  the  storm,  were  pretty 
tightly  frozen),  and  builders  (who  were  buried  beneath  their  losses  on  second  mortgages  or  put 
out  of  business  by  lack  of  new  money) . 

Financing  of  apartment  houses,  a  major  factor  in  the  boom  days,  had  inherent  weaknesses 
even  greater  than  those  in  the  home  mortgage  area.  Apartment  financing  was  generally  accom- 
plished by  the  sale  of  mortgage  bonds  to  the  public.  The  mortgage-bond  houses,  not  being  subject 
to  legal  restraint  or  supervision,  discarded  caution  as  the  boom  developed  and  participated  in  one 
of  the  great  speculative  orgies  of  history,  finally  in  many  instances  initiating  buildings  mainly  for 
the  purpose  of  having  more  bonds  to  sell. 

Interest  rates  and  charges  were  high,  prospective  rents  were  both  over-estimated  and  over- 
capitalized, and  equity  investment  was  usually  absent,  with  the  result  that  a  small  decline  from 
expected  income  was  bound  to  throw  the  enterprises  into  default. 
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The  blindness  of  the  mortgage  bond  fever  was  responsible  for  carrying  the  boom  at  least  two 
years  beyond  the  time  when  declining  rents  should  have  signaled  a  slow-up.  The  collapse  was  as 
spectacular  as  the  boom,  and  its  completeness  discouraged  hope  either  of  salvage  or  revival. 

Primarily,  the  collapse  of  residential  building  appears  to  be  in  essence  a  financial  collapse  — 
a  part  of,  and  in  its  accumulative  effect  a  strong  contributor  to,  the  general  financial  debacle  of 
the  period. 

Measures  Taken  During  the  Depression.  The  financial  background  of  the  building  depression 
was  recognized  in  the  measures  subsequently  taken  by  the  federal  government  in  dealing  with  it. 
These  measures  followed  three  main  forms  —  salvage,  reform,  and  stimulation  —  not  always  in  the 
order  given  and  sometimes  with  the  two  latter  forms  in  attempted  combination. 

The  first  step  was  a  reform-stimulation  measure  —  the  establishment  of  the  Federal  Home 
Loan  Bank  System.  This  system,  consisting  of  twelve  regional  banks  and  a  supervisory  board  in 
Washington,  was  designed  to  provide  a  reserve  source  of  credit  for  thrift  institutions  (in  practice, 
savings  and  loan  associations)   which  became  members  of  the  system  and  submitted  their  lending 
practices  to  the  supervision  of  the  Home  Loan  Bank  Board.  The  purposes  of  the  system  were  to 
improve  mortgage  loan  practices,  to  create  a  broader  geographic  distribution  of  mortgage  funds, 
to  increase  liquidity,  and  in  general  to  stabilize  activity. 

By  1932,  when  the  system  was  created,  the  deterioration  had  progressed  too  far  for  its  facili- 
ties to  be  effective.  What  the  times  required  was  a  vast  salvage  operation,  and  that  is  what  they 
got  in  the  Home  Owners'  Loan  Corporation.  Put  under  the  direction  of  the  Home  Loan  Bank  Board, 
the  HOLC's  activities  for  several  years  so  overshadowed  the  Board's  other  activities  that  the 
Board  and  HOLC  were  virtually  synonymous  in  the  popular  mind. 

Although  the  HOLC  operation  was  primarily  aimed  at  saving  home  owners  from  foreclosure, 
it  had  another  hardly  less  important  objective,  that  of  improving  the  cash  position  of  lending 
institutions  so  that  they  might  again  begin  to  serve  their  economic  function.  Other  measures  were 
taken,  designed  to  restore  confidence  in  financial  institutions  and,  if  possible,  to  prevent  a 
repetition  of  the  disaster  —  the  Federal  Deposit  Insurance  Corporation  was  created  (and,  later, 
the  Federal  Savings  and  Loan  Insurance  Corporation),  and,  in  addition,  the  government  induced 
the  expansion  of  the  Home  Loan  Bank  System  by  buying  shares  in  member  associations  and  by 
creating  Federal  Savings  and  Loan  Associations. 

A  less  well-known  and  much  less  extensive  salvage  effort  than  the  HOLC  was  inaugurated 
by  the  Reconstruction  Finance  Corporation.  Its  subsidiary,  the  RFC  Mortgage  Company,  assisted 
in  the  refinancing  of  defaulted  loans  on  apartment  buildings  and  other  income-producing  proper- 
ties; and  in  some  instances  it  made  loans  for  new  construction  at  a  time  when  private  funds  were 
not  to  be  had. 
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The  HOLC  and  these  other  agencies  were  therefore  expected  at  least  indirectly  to  encourage 
a  general  revival  of  lending  and  building  activity.  The  effects,  however,  were  not  immediately  ap- 
parent; and,  amid  demands  for  more  direct  government  lending  and  building,  a  new  method  for 
stimulating  residential  construction  was  devised.  This  was  the  mutual  mortgage  insurance  system 
embodied  in  the  National  Housing  Act  of  1934  and  administered  by  the  Federal  Housing  Administra- 
tion. 

The  purpose  of  the  insurance  plan  was,  by  covering  the  risk  of  lending  through  a  self-gener- 
ating insurance  fund  backed  by  a  government  guarantee,  to  induce  all  types  of  financing  institu- 
tions to  make  home  mortgage  loans  on  the  relatively  generous  terms  the  Act  provided  for.  As 
events  developed,  insurance  companies,  commercial  banks,  and  savings  banks  became  active 
participants  in  the  plan,  while  a  whole  crop  of  mortgage  companies  came  into  being  to  originate 
and  service  loans  for  these  institutions. 

FHA  had  its  reform  asp  ect  as  well  as  its  stimulative  aspect.  It  was  designed  to  popularize 
the  practice  of  regular  monthly  amortization  of  principal  and  to  eliminate  the  need  for  second 
mortgage  financing.  As  FHA  developed,  mortgage  insurance  was  provided  for  apartment  houses 
and  cooperative  projects,  and  a  number  of  specialized  provisions  were  introduced  to  induce  a  flow 
of  funds  to  parts  of  the  market  in  which  the  government  took  a  particular  interest. 

Supplementing  FHA  activity,  the  original  legislation  contemplated  the  formation  of  privately 
financed  National  Mortgage  Associations  which,  raising  funds  through  the  sale  of  stock  and  de- 
bentures, would  broaden  and  stabilize  the  flow  of  funds  for  insured  mortgages.  The  difficulties 
of  the  times  prevented  the  formation  of  such  associations,  but  in  1938  the  Federal  National  Mort- 
gage Association  (now  known  in  the  trade  as  Fanny  May)    was  created  with  funds  supplied  by  the 
RFC. 

Prior  to  World  War  II,  this  institution  served  well  the  purposes  of  gaining  acceptance  for  FHA 
insurance  and  of  helping  to  get  more  funds  into  under-resourced  areas.  The  postwar  vagaries  of  FNMA 
in  piling  funds  into  an  already  glutted  market  and  supporting  submarket  interest  rates  will  be  dis- 
cussed in  another  place. 

Contracyclical  Effects  of  the  Depression  Measures.  Although  the  trough  of  the  depression  was 
passed  through  in  1933,  while  none  of  the  salvage  and  stimulative  measures  became  really  effec- 
tive until  one  year  or  more  later,  it  still  is  probably  true  that  the  combination  of  measures  did 
make  a  substantial  contribution  to  recovery.  Because  of  the  variety  of  measures  and  the  concur- 
rence of  their  impacts,  however,  it  is  not  possible  to  make  sound  judgments  of  the  relative  ef- 
fectiveness of  any  one  of  the  measures. 

It  is  also  fair  to  say  that  some  combination  of  the  measures  had  influence  on  the  relatively 
strong  position  maintained  by  residential  building  during  the  recession  of  1937-38.  At  that  time, 
when  almost  every  other  form  of  activity  showed  a  downturn,  housebuilding  suffered  only  a  drop 
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in  its  rate  of  expansion.  The  FHA  may  have  had  a  special  influence  as  a  result  of  legislation 
early  in  1938  which  enabled  it  to  insure  mortgages  on  moderately  priced  houses  at  a  loan-to-value 
ratio  of  90  per  cent. 


THE    PRESENT 

Contracyclical  Action  on  the  Loose.  The  effects  of  the  depression-born  measures,  however, 
were  not  limited  to  the  depression  period.  In  the  postwar  boom  era,  they  were  continued  along  the 
same  lines  which  had  governed  their  operations  at  their  inception,  with  even  more  liberal  features 
added.  FHA  was  permitted  to  insure  mortgages  with  lower  down  payments  and  longer  terms  than  it 
had  during  the  depression;  FNMA  poured  out  its  funds  to  builders,  making  advance  commitments 
for  projects  not  even  started;  and  the  Home  Loan  Banks  increased  their  advances  beyond  any- 
thing that  had  occurred  in  the  prewar  period. 

Besides  all  this  the  Congress  enacted  a  special  plan  for  guaranteeing  loans  to  veterans  on 
exceedingly  generous  terms,  and  this  operation  mounted  toward  the  peak  of  its  activity  at  the  very 
height  of  the  postwar  boom.  Whatever  doubt  there  may  be  about  the  effectiveness  of  the  measures 
as  depression  remedies,  there  can  be  no  question  of  their  contributory  influence  on  an  inflationary 
movement  once  one  was  under  way.  Only  with  the  onset  of  the  Korean  War  were  the  dangers  of  in- 
flation sufficiently  recognized  to  cause  some  restraint  on  expansion  by  the  imposition  of  direct 
credit  limitations,  along  with  the  exercise  of  monetary  controls. 

The  lesson  to  be  drawn  from  this  is  that  it  is  difficult  to  tone  down  an  action  taken  as  a 
contracyclical  measure  after  its  purpose  has  been  served.  At  the  same  time,  we  may  have  some 
confidence  that  the  experience  of  the  postwar  years  will  have  an  influence  on  future  policy,  and 
that  greater  effort  henceforth  may  be  made  to  prevent  such  flagrant  misuse  as  occurred  during  the 
years  1945  to  1950.  No  complacency,  however,  should  be  felt  on  this  score;  and  much  yet  needs  to 
be  done,  both  through  basic  policy  determinations  and  administrative  coordination  between  the 
housing  and  monetary  authorities,  to  assure  that  contracyclical  action  will  act  on  both  phases  of 
the  cycle.  As  things  stand,  the  failure  to  restrain  the  depression-type  measures  amidst  the  boom 
has  reduced  the  range  of  their  usefulness  in  case  of  another  depression. 

Benefits  of  the  Reform  in  Mortgage-Lending  Practices.  More  certain  than  the  contracyclical 
effectiveness  of  the  depression  measures  are  the  benefits  of  the  essential  reforms  which  the  Home 
Loan  Bank  System  and  FHA  brought  about  in  the  mortgage-lending  operations  of  the  country. 

Top  place  among  these  is  the  firm  establishment  of  the  practice  of  requiring  regular  periodic 
payments  until  the  total  debt  is  extinguished.  Monthly  amortization  was  not  invented  by  either  of 
the  agencies  referred  to.  Prior  to  the  1930's  it  had  frequently  been  required  by  savings  and  loan 
associations  and  at  least  occasionally  by  some  life  insurance  companies.  But  the  Home  Loan  Bank 
System  and  FHA  greatly  popularized  the  practice  not  only  in  situations  over  which  they  had  direct 
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influence  but  throughout  the  mortgage-lending  world,  including  nonresidential  as  well  as  residen- 
tial loans.  Along  with  the  amortization  requirement,  the  practice,  instituted  by  FHA,  of  collection 
by  the  lender  of  regular  periodic  payments  toward  taxes  and  fire  insurance  has  also  become 
common. 

The  advantages  of  these  practices  are  particularly  great  at  a  time  when  economic  conditions 
may  be  weakening.  Because  the  payments  are  frequent,  the  lender  is  in  a  position  to  keep  a  close 
check  on  his  borrowers  and  to  rectify  defaults  or  take  foreclosure  action  if  the  deficiencies  are 
irremediable.  The  borrower  is  never  faced  with  a  large  unanticipated  payment  at  a  time  when  he  is 
least  able  to  meet  one,  and  he  may  rely  upon  a  good  payment  record  to  help  obtain  some  relaxation 
of  payment  during  a  temporary  stringency. 

Through  regular  amortization  the  lender  keeps  his  funds  in  a  state  of  continuous  turnover.  He 
should  never  find  himself  in  the  frozen  position  which  caused  the  drastic  withdrawal  from  the 
market  in  the  1930's;  but,  instead,  he  should  have  a  calculable  amount  of  funds  becoming  regular- 
ly available  for  reinvestment.  Some  very  important  contributors  to  the  crisis  of  that  time  have  thus 
been  greatly  reduced  if  not  indeed  eliminated. 

Another  new  element  of  strength  is  the  relatively  minor  part  now  played  by  second  mortgages. 
The  high  loan-to-value  ratio  on  first  mortgages  prevalent  in  the  insured  and  guaranteed  sector  of 
the  market  as  well  as  with  much  conventional  savings  and  loan  association  lending,  while  theo- 
retically a  source  of  weakness,  is  in  fact  a  protection  to  both  borrower  and  lender.  The  borrower 
is  saved  the  heavy  expense  involved  in  the  old  multi-mortgage  system,  while  the  lender  is  enabled 
to  have  a  closer  check  on  the  borrower's  total  obligations  and  to  adjust  the  loan  to  his  ability  to 
pay.  On  this  point,  the  greater  attention  now  being  paid  by  lenders  to  loan-to-income  relationships 
as  well  as  to  those  of  loan-to-value,  partly  as  a  result  of  FHA  and  HLBS  influence,  is  itself  an 
important  safeguard. 

The  FHA  and  VA  guarantees  are  in  themselves  an  important  source  of  stability  in  a  bad  time. 
Insured  and  guaranteed  mortgages  now  represent  about  43  per  cent  of  the  total  debt  on  1-  to  4- 
family  nonfarm  houses.  In  addition,  a  considerable  part  of  the  debt  on  multi-family  buildings  (and 
around  three  quarters  of  the  total  number  of  units  in  such  structures  privately  built  since  the  end 
of  the  war)  is  insured  by  FHA.  In  case  of  a  serious  accumulation  of  defaults,  lendors  would  obtain 
a  quick  recovery  of  their  funds  in  the  form  either  of  cash  (for  VA  loans)  or  negotiable  debentures 
(for  FHA  loans),  while  the  insuring  and  guaranteeing  agencies,  being  under  no  compulsion  to  dump 
foreclosed  properties  on  a  tottering  market,  could  stay  some  of  the  cumulative  effects  of  a  de- 
pression. 

The  Home  Loan  Bank  System,  which  serves  and  supervises  savings  and  loan  institutions,  ac- 
counting for  about  30  per  cent  of  all  outstanding  mortgage  loans  on  1-  to  4-family  dwellings,  has  a 
number  of  strong  features.  Its  share  account  insurance  both  protects  shareholders  from  losses  and, 
because  of  the  confidence  which  that  protection  engenders,  should  prevent  panic  withdrawals  at  a 
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critical  time.  Its  discount  facilities  provide  a  source  of  liquidity  which,  over-used  in  boom  times 
as  they  may  have  been,  should  still  help  both  to  prevent  the  development  of  a  frozen  situation  and 
to  provide  funds  for  continuing  activity  when  the  net  inflow  of  savings  might  be  at  a  depressed 
level. 

All  of  these  features  in  today's  market  should  do  much  to  prevent  a  crisis  of  the  magnitude 
that  occurred  at  the  end  of  the  1930's  and  to  ease  the  impact  of  a  less  serious  economic  decline. 

Other  Favorable  Aspects  of  the  Present  Housing  Situation.  In  addition  to  the  reforms  more 
or  less  directly  resulting  from  actions  taken  by  the  federal  government,  the  present  day  mortgage 
market  has  some  other  aspects  that  will  affect  its  ability  to  endure  a  serious  economic  shock. 

One  important  eventuality  is  that  much  the  greater  part  of  the  easy  money  lending  was  done 
before  the  final  inflation  of  cost  and  value.  Most  of  the  loans  made  in  the  early  postwar  years 
now  have  a  substantial  equity  by  very  virtue  of  the  inflation;  and  the  amount  of  this  gain  gives  a 
considerable  margin  for  decline  in  value.  Subsequent  increases    in  interest  rates  give  another 
source  of  strength  to  the  vast  volume  of  boom-made  mortgages.  At  the  same  time,  additional 
equity  has  been  provided  by  amortization.  Moreover,  loans  made  since  1950  have  been  done  under 
relatively  restrained  terms.  This  is  in  marked  contrast  to  the  1920's,  when  speculative  excesses 
mounted  until  the  brink  of  disaster  was  reached. 

An  important  feature  of  the  present  mortgage  debt  is  the  higher  proportion  of  it  owed  by  home 
owners  (in  contrast  to  owners  of  rental  property)  as  compared  with  the  situation  in  the  1920's; 
and  this  proportion  is  highest  for  the  most  recently  constructed  dwellings.  It  appears  to  be  true 
that  prices  of  single-family  houses  hold  firmer  in  a  declining  period  than  do  apartment  rentals. 
Moreover,  owners  are  much  more  likely  to  exert  themselves  to  meet  mortgage  payments  on  their 
own  property  than  tenants  are  to  pay  the  rentals  necessary  to  help  landlords  meet  theirs.  Apart- 
ment-house debt  is  consequently  more  likely  to  be  early  endangered  by  an  economic  decline  than 
is  owner-occupancy  debt,  especially,  as  is  apt  to  be  the  case,  if  apartment-house  financing  is  of 
a  highly  speculative  sort.  The  closest  similarity  to  the  lush  apartment-house  financing  of  the 
1920's  was  the  postwar  financing  carried  on  past  1951  under  the  provisions  of  FHA's  "Section 
608."  ±J  Crucial,  however,  are  the  facts  that  this  most  recent  orgy  was  mainly  carried  on  in  the 
early  stages  of  the  boom,  rather  than  at  the  end  as  happened  in  the  former  period,  and  that  a  very 
large  part  of  the  mortgage  financing  was  insured  by  FHA. 

Other  aspects  of  the  market  add  support  to  what  must  be  considered  a  more  shock-resistant 
financial  condition  than  existed  in  the  1920's.  Because  of  the  long  suppression  of  residential 
rents  by  governmental  control,  rents  are  still  on  the  upgrade.  It  is  unlikely,  therefore,  that  a 
sagging  rent  trend  such  as  prevailed  after  1924  will  be  repeated  within  the  next  few  years. 
Another  feature  is  one  of  building  technology.  The  home-building  industry  itself  is  better  organ- 
ized, better  equipped,  and  has  more  articulate  leadership  than  existed  at  any  previous  time.  It 


1  The  authority  to  take  new  applications  under  this  section  ended  in  March  1950, but,  because  of  the  accumulation 
of  commitments,  the  tapering-off  process  took  over  two  years. 
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has,  moreover,  developed  strong  sales  appeal  on  the  basis  of  novel  design,  efficient  plan  ar- 
rangements, and  home  labor-saving  equipment  far  beyond  anything  known  in  previous  decades,  and 
in  so  doing,  it  has  to  some  measure  freed  itself  from  dependence  upon  population  and  family  in- 
crease as  the  critical  factors  in  demand. 

Where  the  Market  is  Vulnerable.  Although  resistance  to  shock  has  been  built  into  the  resi- 
dential mortgage  system  so  that  the  dangers  of  a  cumulative  financial  catastrophe  are  much  re- 
duced, it  does  not  necessarily  follow  that  the  housing  market  is  shock  proof  or  that  there  are  not 
now  present  some  weaknesses  that  expose  the  market  to  shock. 

In  order  to  maintain  a  vigorous  or  even  a  relatively  stable  housebuilding  industry,  it  is  of 
course  necessary  to  have  something  more  than  a  blow-out  proof  financial  inner  tube.  The  vehicle 
itself  has  to  keep  going.  This  means  that  demand  for  new  houses  must  continue  without  a  sharp 
break  or  a  serious  decline.  We  have  a  financial  system  that  in  itself  should  not  contribute  in- 
tensity to  a  decline  but  that  alone  cannot  give  assurance  that  a  decline,  or  even  a  sharp  break  in 
the  continuity  of  building  operations,  is  beyond  possibility.  The  weaknesses  in  the  market  must 
be  weighed  against  the  strengths  we  have  observed. 

One  possible  source  of  weakness  is  the  present  high  ratio  of  home-mortgage  debt  (i.e.,  mort- 
gages on  1-  to  4-family  nonfarm  dwellings)  to  national  income.  In  1953  this  ratio  climbed  to  about 
21  per  cent,  or  less  than  1  percentage  point  lower  than  existed  in  1929.  There  cannot  but  be  an 
ominous  overtone  to  such  a  reminiscent  situation.  One  may  argue  the  undependability  of  the 
statistics,  the  reforms  in  mortgage-lending  practices,  the  large  sums  returning  to  the  market  each 
year  by  way  of  amortization  and  prepayment.  Nevertheless,  if  not  a  danger,  at  the  very  least  a 
warning  sign  exists  in  such  a  ratio.  It  is  simply  this  —  with  a  decrease  in  the  number  of  potential 
borrowers,  the  market  may  be  getting  thin. 

A  second  and  related  point  at  which  the  market  may  be  vulnerable  is  the  record  high  ratio  of 
home  ownership.  With  over  50  per  cent  of  all  occupied  nonfarm  dwellings  now  owned  by  their  oc- 
cupants, never  have  we  seen  such  a  predominance  of  ownership.  In  terms  of  the  units  built  since 
World  War  II,  the  ratio  is  a  great  deal  higher.  In  terms  of  stability  to  the  financial  situation,  and 
particularly  in  view  of  the  amortizing  character  of  the  debt,  this  may  be  a  source  of  stability;  but 
as  an  indicator  of  potential  expansibility,  it  may  be  something  else.  Like  the  debt-to-income 
ratio,  the  present  home  ownership  ratio  may  indicate  the  approach  of  a  time  when  most  of  the 
potential  home  owners  are  already  signed  up,  and  that,  if  the  building  industry  continues  to  de- 
pend so  predominately  on  for-sale  operations,  it  may  find  its  market  nearing  temporary  saturation. 

This  possibility  is  enlarged  by  other  situations.  The  present  relatively  low  net  rate  of  family 
formation,  which  will  persist  for  several  years,  while  undoubtedly  not  the  compelling  factor  in  the 
market,  is  certainly  not  without  important  influence.  For  at  least  the  past  three  years,  the  high 
level  of  production,  in  spite  of  a  substantial  drop  in  family  formation  from  its  peak  during  1948, 
has  had  powerful  support  from  the  dissatisfaction  of  families  with  their  present  shelter.  This  has 
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resulted  in  part  from  the  necessity  to  get  space  for  the  new  babies,  in  part  simply  from  the  desire 
to  have  the  new  and  more  appealing  product  that  industry  was  providing.  Effective  demand  that 
depends  on  the  desire  for  something  better  or  more  commodious,  however,  is  a  prosperity  phen- 
omenon. Whether  space  and  novelty  can  be  sold  in  a  time  of  economic  contraction  is  another 
question. 

With  the  home  ownership  demand  perhaps  near  a  peak,  the  very  low  volume  of  new  rental 
construction  (less  than  10  per  cent  of  all  private  residential  building  in  1953)  may  be  a  matter 
for  concern.  Present  accruals  in  the  rental  market  are  coming  mainly  from  the  vacating  of  older 
houses  by  their  owners;  and  this  process  can  hardly  be  expected  to  meet  all  the  requirements  of 
the  rental  demand  either  as  to  location  or  type  of  accommodation.  Despite  this  situation,  inves- 
tors obviously  find  little  to  attract  them  in  new  rental  property  (otherwise  there  would  be  more  of 
it);  and,  since  the  withdrawal  of  the  FHA  insurance  plan  under  which  all  necessary  capital  plus 
a  profit  could  frequently  be  obtained  from  a  mortgage,  only  a  small  amount  has  been  built.  At 
present,  therefore,  little  chance  exists  that  a  decline  in  demand  for  houses  to  purchase  will  be 
countered  by  an  increase  in  the  production  of  dwellings  to  rent. 

A  final  and  very  important  point  of  vulnerability  is  the  present  contractability  of  demand. 
This  goes  beyond  those  influences  that  might  merely  slacken  the  rate  of  adding  new  units,  but, 
rather,  has  implications  of  something  much  more  serious.  The  present  low  vacancy  ratio  is  often 
considered  to  be  one  of  the  strong  features  of  the  current  market,  and  indeed  it  is  likely  to  be 
that  as  long  as  general  economic  activity  is  high  and  confidence  in  the  future  is  buoyant.  At  the 
same  time,  however,  the  average  size  of  household  is  the  lowest  on  record,  and  the  number  of 
doubled-up  families  is  also  probably  at  an  all-time  low.  Under  these  circumstances,  the  amount 
of  redoubling  that  might  take  place  with  any  protracted  lessening  of  income  is  very  great.  Such  an 
eventuality  could  produce  a  substantial  vacancy  and  threaten  the  building  industry  with  a  grave 
depression. 


FACING   THE    FUTURE 

The  Problem  Today-  In  summary,  we  may  at  some  time  face  a  decline  in  housebuilding  be- 
cause of  a  weakening  in  the  total  housing  demand.  So  long  as  employment  remains  high,  such 
weakening  as  may  occur  is  not  likely  to  be  serious  enough  to  produce  a  drag  on  the  rest  of  the 
economy.  If,  however,  serious  and  protracted  unemployment  should  occur,  a  severe  curtailment 
of  demand  for  existing  as  well  as  new  buildings  could  follow;  new  construction  could  suffer  a 
sharp  fall;  and  the  resulting  unemployment  of  construction  workers  and  workers  in  the  supply  in- 
dustries back  of  the  site  operation  could  add  its  accumulation  to  the  general  distress. 

In  any  case,  a  decline  in  housing  demand  is  not  likely  to  be  either  precipitated  or  aggra- 
vated by  a  financial   crisis  or  by  a  true  shortage  of  mortgage  money  A'  While,  during  a  general 

1/  An  artificial  shortage  of  money  may  be,  and  in  fact  has  been,  created  by  an  effort  to  set  the  interest  rate  on  FHA 
and  VA  insured-guaranteed  loans  so  as  to  yield  less  than  can  be  obtained  on  other  investments  which  the  market 
considers  to  be  of  comparable  quality.  The  remedy  for  such  a  situation  is  obvious. 
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economic  recession,  savings  would  decline  and  the  rate  of  repayment  of  outstanding  debt  would 
diminish,  the  difficulty  is  still  likely  to  be  less  one  of  getting  the  money  than  one  of  getting  the 
money  to  work. 

The  real  problem  is  to  keep  up  the  demand  for  the  funds  that  will  be  available.  Decline  in 
demand,  by  bringing  about  a  reduction  in  the  charges  for  money,  will  to  some  extent  be  self-cor- 
rective. But  a  mere  drop  in  interest  rate  may  not  be  a  very  powerful  stimulus.  More  than  this  un- 
doubtedly would  be  needed  should  a  marked  decline  occur  during  the  next  few  years  when  the 
rate  of  family  formation  will  be  in  the  trough  between  the  high  level  of  the  1940's  and  the  antici- 
pated return  to  a  high  level  during  the  1960's. 

Since  the  average  net  new  family  formation  during  these  intervening  years  will  probably  not 
be  over  700,000  a  year,  the  job  is  to  maintain  or  add  to  the  influences  tending  to  keep  the  annual 
construction  of  new  dwellings  substantially  above  that  figure  —  say  a  total  production  of  around 
1,000,000  new  dwellings  a  year.  If  a  figure  of  these  proportions  —  which  would  be  about  6  per 
cent  below  the  1952  level  —  can  be  sustained,  the  homebuilding  industry  itself  will  remain  in  a 
fairly  healthy  condition  and  certainly  will  not  constitute  a  threat  to  the  general  prosperity  of  the 
nation. 

On  the  other  hand,  it  does  not  seem  likely,  in  view  of  the  family  formation  trough,  that  resi- 
dential building  can  be  stimulated  to  go  much  beyond  the  indicated  level,  particularly  if  weak- 
nesses become  prevelant  in  other  parts  of  the  economy.  What  we  may  hope  to  do  is  to  maintain 
continuity  within  the  housebuilding  sector  of  the  economy;  but  we  will  not  wisely  expect  to  be 
able  to  go  much  if  any  beyond  this  to  provide  additional  support  to  a  generally  sagging  economy. 

In  fact,  the  situation  is  more  likely  to  be  the  opposite  of  this.  The  greatest  possibility  of 
keeping  residential  building  close  to  present  levels  during  the  remainder  of  this  decade  lies  in 
the  maintenance  of  a  generally  prosperous  economy.  So  long  as  jobs  are  plentiful,  income  high, 
and  prices  in  balance  with  income,  residential  building  prospects  can  be  good.  If  a  serious 
general  decline  sets  in,  residential  building  probably  cannot  be  saved  from  within  itself. 

Of  primary  concern  then  is  the  avoidance  of  a  general  decline.  This  fact,  however,  does  not 
relieve  those  concerned  with  residential  building  of  responsibility  for  seeking  so  far  as  possible 
remedies  for  the  vulnerabilities  which  can  be  found  in  their  own  market. 

Avoiding  the  Creation  of  Surplus  Inventory.  The  threat  to  building  that  can  result  from  a 
rapid  accumulation  of  vacancies  is  undoubtedly  as  serious  as  any  faced  in  the  housing  market. 
What  needs  to  be  accomplished  here  is  the  avoidance  of  surplus  inventory,  not  by  decreasing 
production  but  by  continually  removing  from  the  market  the  poorest  portions  of  the  existing  supply. 

This  can  be  brought  about  only  by  vigorous  local  action  which  would  make  it  costly  to  keep 
in  the  market  dwellings  which  fall  below  minimum  standards  of  health  and  safety.  Required  are 
ordinances  establishing  such  standards  and  providing  the  appropriate  administrative  and  judicial 
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machinery  and  sufficient  funds  for  their  enforcement.  Condemnation  under  the  police  power  should 
be  employed  where  repair  of  structures  is  not  economically  feasible. 

At  the  present  time,  it  is  safe  to  say  that  no  city  has  provided  wholly  adequate  measures  for 
this  purpose,  but  in  a  number  of  places,  notably  Milwaukee,  Baltimore,  Los  Angeles,  and  New 
Orleans,  significant  and  promising  steps  have  been  taken.  In  many  others,  local  organizations 
are  now  actively  endeavoring  to  bring  about  the  enactment  of  effective  measures. 

The  justification  for  this  type  of  action  is  in  the  inherent  power  of  local  government  to  pro- 
tect the  health,  safety  and  morals  of  the  community,  neither  the  explanation  nor  defense  of  which 
need  be  gone  into  here.  But  the  economic  by-products  are  crucial.  So  long  as  the  substandard 
housing  is  permitted  to  remain  (even  though  temporarily  vacated)  so  that  it  is  available  for  re-use 
without  repair,  it  constitutes  a  threat  to  the  more  substantial  parts  of  the  supply,  especially  in 
a  time  of  falling  income.  Close  attention  to  this  situation  could  be  helpful  in  avoiding  unmanage- 
able surpluses  whenever  a  contraction  in  the  market  might  set  in. 

Maintaining  Style  Appeal.  As  already  noted,  technological  advances  in  design,  materials,  and 
structural  methods  have  aided  in  maintaining  a  high  volume  of  housebuilding  during  the  last  few 
years  in  face  of  a  declining  rate  of  family  formation. 

As  any  observer  of  industry  research  and  development  will  testify,  the  potentials  of  the  new 
building  technology  have  barely  begun  to  be  realized.  As  one  example,  the  recent  rapid  develop- 
ment of  summer  air-conditioning  not  only  opens  up  a  vast  market  for  a  new  product  but  presages  a 
revolution  in  the  mechanical  equipment  of  new  houses.  The  kitchen  is  another  element  of  the 
house  that  is  still  in  the  midst  of  a  great  revolution.  Improvements  in  building  materials  and  ways 
of  putting  them  together  promise  not  only  a  better  quality  of  construction  but  lower  prices. 

The  possibilities  of  continued  market  appeal  from  thi  s  source  are  almost  unlimited.  The 
ability  to  make  this  appeal  effective  is  very  great,  so  long  as  prosperity  continues,  and  should 
provide  a  considerable  protection  against  a  sag  in  the  homebuilding  market  from  within  itself. 
The  question,  which  has  been  raised  earlier  in  the  discussion,  is  whether  this  sort  of  appeal  can 
be  made  effective  amid  depressing  influences  coming  from  outside  the  housing  market  and  the 
housebuilding  industry. 

There  are  a  number  of  instances  where  novel  products  have  been  able  to  expand  markets  dur- 
ing a  period  of  general  business  decline.  A  notable  example  is  mechanical  refrigeration,  which 
made  consistent  advances  during  the  early  1930's.  It  is  certainly  not  beyond  possibility  that  amid 
a  depression  of  lesser  dimensions  a  strong  technological  appeal  might  be  maintained. 

This  view  is  supported  by  the  fact  that,  according  to  estimates  of  the  Census  and  the 

Federal  Reserve  Board,  about  half  of  today's  homeowners  are  carrying  no  mortgage  debt.  Thi  s 

group  by  and  large  may  be  presumed  to  be  a  group  of  substantial  resources  living  in  relatively 

old  housing  —  and  consequently  a  group  to  which  novelty  would  have  special  attraction  if  prices 

and  financing  terms  appeared  satisfactory. 
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Maintaining  a  Flow  of  Credit.  It  is  fundamental  that  the  maintenance  of  a  substantial  volume 
of  housebuilding  requires  a  correspondingly  substantial  amount  of  mortgage  financing.  Although 
the  mortgage  system  as  now  constituted  may  not  be  subject  to  a  drastic  or  prolonged  curtailment 
of  funds  such  as  contributed  to  the  disaster  of  the  1930's,  there  may  still  be  room  for  measures  to 
help  prevent  a  temporary  scarcity  of  funds  or  an  inability  to  make  full  use  of  available  funds  at  a 
crucial  point  in  the  cycle. 

Here  considerable  reliance  can  be  placed  on  the  discount  and  mortgage  insurance  facilities 
that  the  Federal  government  has  established.  The  Home  Loan  Banks  will  be  in  a  position  to  ex- 
pand the  lending  base  of  their  member  institutions  without  statutory  modifications.  It  would,  how- 
ever, be  advisable  to  modify  the  limitation  on  loan-to- value  ratios  and  maximum  mortgage  amounts 
for  FHA  loans  so  as  to  make  it  possible  to  bring  these  provisions  into  a  similar  relationship  to 
current  price  levels  as  existed  before  World  War  II.-    The  $25,000  maximum  for  loans  made  by 
Federal  Savings  Associations  might  not  be  raised. 

It  may  also  be  desirable  to  provide  for  more  effective  secondary  market  facilities,  particularly 
for  insured  and  guaranteed  loans.  The  greatest  appeal  of  the  FHA  and  VA  systems  is  to  the  large 
general  investment  institutions  like  savings  banks  and  life  insurance  companies,  which  may  shift 
their  lending  policies  according  to  variations  in  opportunities  in  the  investment  market.  The  re- 
sult is  occasional,  temporary  reduction  in  or  withdrawal  from  mortgage  activity,  especially  in 
areas  remote  from  the  source  of  funds.  A  mortgage  discount  institution  serving  as  a  bank  of  last 
resort,  buying  FHA  and  VA  mortgages  or  lending  on  the  security  of  such  mortgages,  would  un- 
doubtedly aid  in  reducing  fluctuations  in  the  flow  of  mortgage  funds  and  in  equalizing  their  geo- 
graphic distribution.  It  could  also  be  of  help  in  preventing  a  temporary  shortage  of  funds  from  cre- 
ating serious  disruptions  in  building  activity. 

Attention  needs  also  to  be  given  to  certain  artificial  impediments  to  the  flow  of  funds  created 
by  Federal  and  state  laws.  In  connection  with  the  insured-guaranteed  mortgage  programs,  the  Feder- 
al government  has  endeavored  to  set  interest  rates  at  levels  at  which  it  has  concluded  that  the 
financial  market  ought  to  respond.  The  result  of  this  policy  has  been  to  cause  sharp  curtailment 
of  FHA  and  VA  activity  whenever  the  designated  rate  was  below  the  market's  interpretation  of  a 
going  rate.  If  the  insured-guaranteed  programs  are  to  serve  as  a  facilitating  and  stabilizing  force 
in  the  market,  they  should  not  be  inhibited  by  policies  which  increase  rather  than  reduce  the 
range  of  the  fluctuations  in  the  supply  of  funds. 

In  most  of  the  states,  the  laws  governing  the  loan-to-value  ratios  at  which  institutions  may 
make  mortgage  loans  prevent  the  adaptation  of  conventional  lending  to  the  financial  requirements 
of  the  mass  housing  market.  In  about  half  the  states,  laws  respecting  foreclosure  increase  rela- 
tively the  risks  of  mortgage  lending  in  those  states  and  hence  inhibit  the  flow  of  funds,  partic- 
ularly for  conventional  loans  but  to  some  extent  even  for  guaranteed  and  insured  loans.  While  the 


1/  For  example,  the  existing  FHA  statute  provides  a  scale  ranging  from  95  percent  of  value  up  to  $6,000  to  80  percent 
at  $20,000  value,  with  a  top  loan  limit  of  $16,000.  Today's  equivalent  would  be  about  95  t.ercent  UP  to  about 
$10,000  value  and  80  percent  at  around  $30,000  value,  with  a  top  limit  of  $24,000. 
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correction  of  these  situations  is  much  too  prolonged  a  task  to  be  accomplishable  as  an  emergency 
measure,  the  interest  of  long-term  stabilization  would  certainly  be  served  if  the  job  could  be 
achieved. 

It  seems  doubtful  that  direct  government  lending  to  individuals  as  a  contracyclical  measure 
need  be  contemplated.  Ample  funds  from  private  sources  should  be  present  and  the  ability  and 
willingness  to  lend  should  not  be  seriously  impaired.  Under  such  circumstances  a  direct  govern- 
ment-lending program,  by  creating  uncertainties  in  the  private  market,  might  be  more  inhibitive 
than  stimulating. 

Stimulating  Private  Investment.  If  any  market  support  is  to  come  from  rental  housing,  some- 
thing has  to  be  done  to  brighten  the  investment  prospect  in  this  area.   Up  to  the  present  time  the 
only  solutions  that  have  been  advanced  provide  simply  for  the  increase  of  mortgage  loan-to- value 
ratios  and  for  "improving"  the  FHA  guarantee  of  these  loans.  Nothing  at  all  has  been  done  to  en- 
courage equity  investment  in  rental  property  aside  from  an  ill-considered  and  futile  provision  in 
the  Housing  Act  of  1948  for  the  guarantee  of  a  minimum  yield  on  a  wholly  debt-free  investment. 

The  plain  fact  is  that  every  effort  to  attract  equity  investment  into  income-producing  property 
will  be  futile  (except  where  the  prospects  of  a  quick  speculative  return  are  present)  until  the  tax 
system  has  been  modified  to  take  into  account  the  peculiar  problems  of  this  type  of  activity.  This 
applies  both  to  the  local  and  Federal  systems. 

Investment  in  rental  property  is  by  its  very  nature  one  from  which  the  return  of  capital  can  be 
expected  only  over  a  long  period  of  time.  It  is  also  one  in  which  the  average  yield  on  the  capital 
is  likely  to  be  relatively  low.  The  yield,  however,  is  subject  to  substantial  fluctuations;  and 
periods  of  actual  loss  may  be  prolonged. 

The  tax  system,  however,  presupposes  stability  of  yield.  Property  taxes  are  very  inflexible, 
particularly  in  respect  to  downward  adjustment.  After  a  few  years  of  good  income,  during  which 
assessments  tend  to  be  raised,  may  follow  bad  years  in  which  not  only  are  assessments  likely  to 
be  kept  high  but  also  rates  may  be  increased  to  meet  the  fiscal  burdens  of  a  depression.  Income 
taxes,  on  the  same  assumption,  require  a  rigid  pattern  of  depreciation  for  tax  purposes   extending 
over  a  period  well  beyond  which  any  dependable  calculation  of  income  can  be  made.       Carry-over, 
carry-back  provisions  are  much  too  short  for  the  wide  swings  in  income.  Provisions  relating  to  the 
allocation  of  certain  capital  expenditures  unreasonably  decrease  the  depreciation  base;  while 
certain  prohibitions    against  selling  property  or  stock  in  a  real  estate  corporation  tend  unduly  to 
deprive  investors  of  the  free  use  of  their  capital. 

Detailed  treatment  of  this  problem  is  beyond  the  scope  of  this  report;  but  the  subject  should 
be  given  serious  consideration  before  other  methods  of  inducing  investment  by  governmental  action 


1/    Ihe  proposal  to  permit  a  depreciation  deduction  of  20  percent  a  year  (the  five-year  tax-wrkeoff)  would  have  very 
limited  applicability  to  investment  in  income-producing  real  property.  It  would  be  a  rare  case  where  the  earnings 
from  such  an  investment  would  be  sufficiently  large  to  permit  taking  advantage  of  so  large  a  deduction.  The  as- 
sumption that  the  benefit  of  the  deduction  could  be  obtained  by  applying  it  against  profits  from  other  activities 
carried  on  by  the  property  owner  is  a  strained  one.  There  are  likely  to  be  few  cases  where  such  arrangements  would 
be  possible.  At  the  same  time,  a  more  flexible  policy  in  patterning  tax  depreciation  allowances  to  suit  the  char- 
acteristics of  the  particular  investment  is  unquestionably  desirable. 
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are  taken  up.  It  is  indeed  unlikely  that  there  are  other  practical  methods.  Such  devices  as  insuring 
high  ratio  mortgages  are  substitutes  rather  than  incentives  for  equity  investment,  while  outright 
subsidies  of  any  sort  involve  in  the  end  so  much  supervision  as  to  lose  their  effectiveness  both 
through  loss  of  time  and  loss  of  appeal.  On  the  other  hand,  a  tax  system  from  which  were  removed 
features  that  clearly  discourage  investment  in  this  area  as  compared  with  alternative  ones  would 
create  a  powerful  attraction  to  capital. 

The  Possibilities  of  Repair  and  Renovation.  While  the  emphasis  of  this  report  has  been  on 
new  residential  building,  attention  needs  also  to  be  given  to  the  market  for  repairs,  renovations 
and  alterations  of  residential  property ..  This  market  is  a  large  one,  the  volume  of  which  currently 
is  probably  in  the  neighborhood  of  two  thirds  of  that  of  new  construction.—    Yet  the  potential  is 
hardly  touched,  as  a  quick  tour  through  the  older  sections  of  any  city  will  readily  show. 

From  the  standpoint  of  economic  stabilization,  repair  and  remodeling  work  has  many  advan- 
tages. It  can  be  widely  diffused,  because   the  need  is  general.  It  can  get  under  way  rapidly,  be- 
cause the  preparatory  task  is  usually  simple.  It  can  hardly  be  overdone,  because  the  processes 
of  deterioration  are  inexorable.  For  all  these  reasons  it  can  provide  a  powerful  supporting  force 
if,  during  a  period  of  weakness  in  new  construction  demand,  it  can  be  sustained  or  even  increased. 

The  problem,  of  course,  is  how  to  bring  this  about,  and  the  solution  involves  both  inducements 
and  compulsions.  The  ordinary  home  owner  is  likely  to  improve  his  property  if  he  can  be  convinced 
of  the  advantage  of  doing  so  and  is  given  a  feasible  plan  for  financing  the  work.  The  first  part  of 
this  task  is  one  for  industry,  which,  by  attractive  products  and  vigorous  selling,  can  implant  the 
desire.  It  is  also  a  job  for  industry  to  bring  about  more  reliable  "fix-up"  organizations  to  do  the 
work. 

Better  financing  instruments  are  also  needed.  The  FHA  insurance  of  repair  loans  i  s  an  avail- 
able and  practicable  instrument  for  small  jobs  of  this  sort,  but  because  of  the  short  terms  and 
high  cost  is  not  suitable  for  large  work.  The  so-called  "open-end"  mortgage,  which  would  permit 
additional  advances  to  be  made  under  the  original  instrument,  is  one  device  that  deserves  atten- 
tion in  this  respect,  although  in  many  states  laws  would  have  to  be  changed  to  make  it  effective 
and  the  FHA  statute  and  administrative  policies  would  also  require  some  modifications. 

In  older  neighborhoods,  where  evidences  of  deterioration  are  widespread,  additional  influ- 
ences are  needed  if  owners  are  not  to  lose  faith  in  their  ability  to  maintain  the  value  of  their 
property.  City  services  (garbage  and  trash  collection,  street  paving,  etc.)  must  be  kept  up;  vio- 
lations of  zoning  and  occupancy  ordinances  must  be  enforced;  and  negligent  owners  must   be  re- 
quired to  correct  violations  of  sanitary  and  housing  codes.  In  all  too  many  places  the  underlying 
laws  themselves  need  to  be  enacted  or  strengthened  and  adequate  enforcement  machinery  pro- 
vided. Enough  experience  exists,  however,  in  Baltimore,  Milwaukee,  Los  Angeles  and  elsewhere, 


1/  See  U.S.  Chamber  of  Commerce,  Construction  Markets,  Bulletin  No.  6,  April,  1953. 

2/  A  number  of  manufacturers  and  the  trade  associations  of  the  lumber  dealers  and  the  home  builders  are  addressing 
themselves  to  these  problems. 
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to  demonstrate  the  effectiveness  of  such  measures. 

The  aid  of  the  law  is  especially  needed  to  assure  the  repair  and  improvement  of  rental  proper- 
ty, particularly  in  older  urban  areas;  and  the  types  of  aid  needed  are  not  all  of  a  coercive  nature. 
Neglect  of  rental  property  has  been  fostered  by  rent  control,  inadequacies  of  municipal  services, 
and  loose  administration  of  zoning  and  building  regulations.  These  situations  require  correction. 
But  the  importance  of  coercive  measures  should  not  be  underemphasized.  So  long  as  neglect  is 
allowed  to  be  a  source  of  profit,  property  will  be  neglected  and  the  economic  stimulus  of  sus- 
tained maintenance  will  be  lost. 

Financing  is  a  particularly  crucial  adjunct  to  effectuating  rehabilitation  programs  in  older 
urban  areas..  Mortgagees  tend  to  withdraw  to  what  are  considered  safer  areas  for  investment,  while 
FHA,  seeking  also  to  diminish  its  liabilities,  does  likewise.  A  di  fferent  attitude  on  the  part  of 
FHA  might  be  of  substantial  benefit.  Under  the  original  concepts  of  mutuality  and  risk-rating,  and 
with  the  original  provisions  for  the  same  maximum  allowances  for  mortgages  on  new  and  existing 
dwellings  and  for  setting  mortgage  insurance  premiums  according  to  risk,  FHA  was  intended  to  be 
able  to  function  in  high  risk  as  well  as  in  low  risk  areas.  A  restoration  of  these  original  concepts 
and  a  better  understanding  of  their  potentialities  could  assist  in  making  mortgage  funds  available 
for  this  purpose. 

A  Note  on  Subsidy  Operations.  This  review  has  been  concerned  only  with  privately  financed, 
privately    built,  and  privately  owned  and  operated  residential  buildings.  It  has  dealt  with  govern- 
mental intervention  only  in  terms  of  the  means  that  might  be  adopted  to  facilitate  and  maintain 
this  private  market;  and  it  has  not  considered  the  outright  use  of  government  funds  for  loans  or 
subsidies  for  the  construction  of  housing  by  governmental  agencies.  A  note  on  this  approach  may, 
therefore,  be  in  order. 

A  large  part  of  this  activity  is  associated  with  some  specific  function  of  government,  such 
as  the  park  and  forest  services  and  the  permanent  military  establishment,  or  with  some  national 
crisis  such  as  the  second  world  war.  The  necessary  volume  of  housing  serving  the  permanent 
functions  of  government  should  be  determined  by  the  specific  current  requirements  of  those  func- 
tions. Consequently  the  extent  to  which  the  amount  of  this  housing  could  be  varied  to  serve 
contracyclical  purposes  is  slight,  and,  because  the  volume  is  not  substantial,  the  effect  in  any 
case  would  not  be  significant.  The  housing  provided  especially  to  meet  a  national  crisis  —    hous- 
ing for  defense  workers,  for  example  —  cannot  serve  a  contracyclical  need  except  as  the  crisis 
coincides  with  a  decline  in  or  artificial  restriction  of  privately  built  housing. 

The  remaining  programs  of  direct  government  financing  and  construction  are  those  concerned 
with  so-called  public  housing.  A  few  of  the  states,  notably  Connecticut,  Massachusetts  and  New 
York,  have  undertaken  such  activities  on  their  own  account,  but  the  major  part  of  this  activity 
has  been  provided  through  a    system  ofFederal  subsidies  and  guarantees  to  local  housing  authori- 
ties, which  in  turn    finance,  construct,  own,  and  operate  the  properties. 
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Although  this  activity  was  originated  during  the  depression  of  the  1930's  and  in  the  minds  of 
many  was  no  doubt  considered  as  a  part  of  a  broad  contracyclical    public  works  program,  its  ef- 
fective adaptability  to  contracyclical  purposes  should  be  considered  in  the  light  of  the  probable 
circumstances  that  would  create  a  need  for  such  measures  rather  than  of  those  of  a  previous  time. 

The  future  need  for  contracyclical  measures  would  be  created  by  a  decline  in  private  activity. 
Demand  would  be  reduced,  and  the  risk  of  accumulating  excess  supply,  as  already  pointed  out, 
could  be  serious.  The  problem  would  be  to  restore  private  demand  and  to  eliminate  the  excess 
supply.  The  question  is,  how  could  an  increase  in  public  housing  solve  this  double  problem. 

Public  housing  programs  have  customarily  had  tied  to  them  an  "equivalent  elimination"  pro- 
vision. This  has  never  been  closely  adhered  to  and  in  any  case  it  offers  nothing  that  could  not 
be  accomplished  by  the  more  direct  and  less  costly  means  previously  described.  Public  housing 
thus  offers  nothing  toward  solving  the  annual  problem  of  excess  inventory.  At  best  it  would  leave 
the  total  supply  unchanged. 

It  is,  moreover,  difficult  to  see  how  the  construction  of  government-owned  housing  could 
promote  the  restoration  of  private  demand.  Each  such  unit  provided  obviously  would  either  be 
taking  a  family  from  an  existing  privately-owned  dwelling  unit,  which  would  add  to  the  surplus  in 
the  private  market  (save  for  the  dubious  effectiveness  of  equivalent  elimination),  or  would  be  in 
substitution  of  a  potential  private  unit.  The  private  market  itself  certainly  would  not  be  benefited 
in  either  case.  True,  a  few  construction  firms  and  their  workmen  and  suppliers  would  get  tempo- 
rary employment,  but  it  is  questionable  that  it  would  be  the  sort  that  would  directly  generate  con- 
current or  subsequent  private  activity,  as  is  the  case  with  some  other  kinds  of  public  construc- 
tion. There  is  at  least  the  danger  that  the  effect  would  be  the  opposite. 

Public  housing  activity  may  be  justified  on  other  grounds,  and  these  should  be  considered  on 
their  merits.  However,  the  search  for  effective  contracyclical  measures  must  be  pointed  in  other 
directions. 
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BUDGET  POLICY  TO  MAINTAIN  STABILITY 

by 

HERBERT  STEIN 

Associate  Director  of  Research 
Committee  for  Economic  Development 

The  main  purpose  of  this  paper  is  to  consider  what  an  effective  stabilizing  budget  policy 
will  be  like.    It  will  be  efficient  to  start  with  an  appraisal  of  some  policy  that  exists,  at  least 
on  paper,  and  see  how  that  policy  may  be  improved,  rather  than  to  attempt  to  construct  a  policy 
from  scratch.    The  CED  budget  policy,  as  enunciated  in   1947  and  subsequently,  will  be  used  as 
a  point  of  departure.    This  is  not  to  claim  any  exclusive  merit  for  the  CED  policy.    But  the  CED 
policy  has  the  advantage  for  this  purpose  of  being  fairly-precisely  stated  and  well  known.    It 
reveals  the  important  problems. 


BACKGROUND  OF  POSTWAR  FISCAL  PLANS 

In  the  'thirties,  to  go  no  farther  back,  little  progress  had  been  made  toward  reconciling  the 
two  main  views  on  budget  policy  then  prevalent.    On  the  one  hand  conservatives,  especially 
busiuessmen,  clung  to  the  principle  that  the  budget  should  be  balanced  annually.    Insofar  as 
this  principle  was  rationalized  at  all  it  was  rationalized  along  the  following  lines:    The  econo- 
mic system  if  let  alone  or  perhaps  if  assisted  by  wise  monetary  policy  would  do  all  that  could 
be  done  to  maintain  high  employment.    If  there  is  any  employment- creating  effect  from  unbal- 
anced budgets  it  is  likely  to  be  temporary  and  will  prevent  the  natural  forces  of  the  market 
from  producing  recovery.    If  the  annual- budget- balance  rule  is  given  up  no  principle  at  all  can 
be  substituted  for  it.    Budgetary  management  would  have  no  guide  or  limit  but  political  expedi- 
ency, which  would  lead  to  inflation  and  endlessly  rising  government  expenditures  and  govern- 
ment debt. 

On  the  other  hand  was  the  New  Deal  or  Keynesian  or  functional  finance  point  of  view. 
This  viewpoint  reflected  great  concern  with  the  necessity  for  avoiding  serious  unemployment 
and  rejection  of  the  idea  that  natural  forces  in  the  economy  would  maintain  high  employment 
or  that  monetary  policy  could  make  good  the  deficiency.    Full  employment  became  the  dominant 
objective  of  budget  policy  and  the  proper  rate  of  government  expenditures  was  the  rate  needed 
to  achieve  this  objective. 

■Around  the  end  of  the  war  it  appeared  that  the  elements  of  a  possible  reconciliation  of 
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these  views  existed.    This  was  in  part  a  product  of  analysis  and  discussion,  but  it  resulted 
much  more  from  a  set  of  facts  that  first  appeared  or  became  increasingly  clear  at  the  end  of  the 
war. 

The  most  important  of  these  facts  was  the  size  of  the  postwar  budget.    The  "normal"  post- 
war budget,  without  any  attempt  to  increase  it  for  the  sake  of  employment,  was  certainly  going 
to  be  much  larger  in  relation  to  the  national  income  than  the  prewar  budgets  had  been.    This 
fact  had  several  major  implications.    It  meant  that  very  large  deficits  could  be  brought  about  by 
a  reduction  of  tax  collections,  without  any  increase  of  expenditures.    And  since  the  base  of  the 
tax  system  had  been  greatly  broadened  it  could  hardly  be  thought  any  longer  that  tax  reduction 
would  only  increase  savings  and  not  expenditures  or  employment. 

Not  only  could  tax  reduction  bring  about  a  large  deficit  in  depression.    It  also  became  clear 
that  a  fall  in  tax  collections  would  bring  about  a  large  deficit  in  depression  unless  strong  posi- 
tive action  was  taken  to  prevent  it.    If  tax  rates  were  held  stable,  tax  collections  would  fall 
much  more  sharply  and  quickly  in  response  to  a  fall  in  national  income  than  would  have  been  the 
case  before  the  war.    This  was  the  result  of  heavy  reliance  upon  direct  income  taxes,  both  indi- 
vidual and  corporate,  and  of  the  pay-as-you-go  system.     Thus  there  appeared  in  the  tax  system 
the  possibility  of  automatic  counter- cyclical  variations  in  the  budget  that  were  much  larger  than 
the  expenditure  variations  that  had  been  talked  about  in  the  thirties. 

This  fact  had  also  a  serious  implication  for  the  idea  of  the  annually-balanced  budget:    For 
it  meant  that  the  chief  operating  significance  of  the  demand  that  the  budget  should  always  be 
balanced,  even  in  depression,  was  that  tax  rates  should  be  raised,  and  sharply,  in  depression. 
Balancing  the  budget  in  depression  could  no  longer  be  realistically  considered  a  matter  of  cut- 
ting   expenditures.    The  room  for  cutting  expenditures  was  too  small  in  relation  to  the  probable 
decline  of  revenues.    To  the  conservatives,  who  had  been  the  budget- balancers,  this  highlighted 
the  dangers  of  the  annual- balance  dogma. 

The  second  important  fact  in  changing  postwar  thinking  about  fiscal  policy  was  the  failure 
of  the  postwar  economic  forecasts.    Of  course,  economic  forecasts  had  failed  before.    But  until 
1945-46  earlier  errors  could  be  ascribed  to  obsolete  theories  and  outmoded  techniques.    The 
failures  after  1945  were  failures  of  persons  who  had  at  their  command  the  newest  methods  and 
all  of  the  available  data.  They  were  widely  and  properly  interpreted  as  failures  of  the  art  of  fore- 
casting in  its  present  stage  of  development  and  not  as  failures  of  particular  individuals.  There 
were,  it  is  true,  some  persons  who  forecast  many  of  the  postwar  developments  correctly.    How- 
ever, this  is  not  practically  helpful  unless  there  is  a  reliable  way  to  select  in  advance  the 
forecasters  who  will  be  right  in  any  particular  future  situation. 

Third,  the  fact  of  the  postwar  boom  and  world-wide  inflation  tended  to  shift  emphasis  from 
the  problem  of  secular  stagnation  to  the  problem  of  fluctuations.    This  shift  of  emphasis  may 
not  have  been  a  logical  deduction  from  the  postwar  boom,  any  more  than  the  contrary  shift  of 
emphasis  in  the  thirties  was  a  logical  deduction  from  the  Great  Depression.    But  the  shift  of 
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emphasis  was  a  real  fact  of  considerable  importance  in  the  development  of  thinking  about  policy. 
For  one  thing,  it  highlighted  the  need  for  flexibility  and  reversibility  in  policy,  especially  in 
view  of  the  unreliability  of  forecasting.    Partly  because  of  this  it  caused  more  attention  to  be 
given  to  monetary  policy.    The  emphasis  on  fluctuations  directed  attention  to  monetary  policy 
for  another  reason.    Many  people  who  regarded  monetary  measures  as  ineffective  in  a  stagnation 
situation  agreed  that  monetary  measures  might  be  effective  in  an  inflation. 

One  final  fact  may  be  mentioned  as  influencing  the  direction  of  postwar  thinking  about  fi- 
nancial policy.    Once  "conservatives"  gave  up  rigid  adherence  to  the  annually-balanced  budget 
principle  they  became  free  to  participate  in  discussion  of  the  particular  form  that  a  flexible 
budget  policy  should  take.    They  were  able  to  suggest  flexible  budget  policies  that  would  give 
weight  to  "conservative    values"  such  as  economy,  limitation  of  government  intervention  in 
the  market  and  stability  of  tax  rates. 

Against  this  background  a  "family"  of  postwar  fiscal  plans  emerged.    The  CED  program 
advanced  in  1947  was  one  of  the  first  of  these  to  get  much  attention. 1     Others  that  followed 
were  the  Friedman  plan  in  1948,      the  report  of  a  group  of  economists  assembled  in  Princeton 
by  the  National  Planning  Association  in  1949,^   and  the  recommendations  of  the  Douglas  Sub- 
committee also  in  1949- 

While  these  plans  differed  in  certain  respects  they  had  the  following  distinguishing  ele- 
ments in  common  that  establish  a  family  resemblance: 

1.  In  all  the  plans  the  size  of  the  Federal  budget  deficit  or  surplus  would  depend  upon 
the  level  of  business  activity.    The  surplus  would  be  larger  or  the  deficit    smaller,  the  higher 
the  level  of  business  activity.    The  surplus  would  be  smaller  or  the  deficit  higher  the  lower 
the  level  of  business  activity. 

2.  All  of  the  plans  were  greatly  influenced  by  the  unreliability  of  forecasts  of  economic 
fluctuations  and  by  the  difficulty  of  making  rapid  changes  in  tax  rates  and  expenditure  programs, 
at  least  by  the  usual  congressional  and  administrative  procedure. 

3-    All  of  the  plans  relied  heavily  upon  response  to  actual  economic  developments  rather 
than  anticipation  of  future  developments  to  bring  about  the  desired  relation  between  the  budget 
position  and  the  economic  situation. 

4.    In  all  of  the  plans  substantial  reliance  was  placed  upon  automatic  response  to  actual 
conditions  rather  than  deliberate  ad  hoc  response  in  order  to  bring  about  the  desired  budget 
budget  position. 


1  Taxes  and  the  Budget,  CED,  New  York,  1947. 

2  A  Monetary  and  Fiscal  Framework  for  Economic  Stability,  Milton  Friedman,  American  Economic  Review, 
June  1948. 

3  Federal  Expenditure  and  Revenue  Policy,  AER,  December  1949. 

4  Monetary,  Credit  and  Fiscal  Policies,  81st  Congress,  2nd  Session,  Senate  Document  No.  129,  PP-  11-17. 
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5.  All  of  the  plans  relied  heavily  upon  fluctuations  in  tax  collections  rather  than  upon 
fluctuations  in  expenditure  to  produce  the  desired  fluctuations  in  the  budget  position. 

6.  All  of  the  plans  reflected  concern  about  a  possibly  excessive  long-run  rise  in  Federal 
expenditures.  They  sought  to  maintain  some  "normal  rule"  tying  expenditure  decisions  to  tax 
decisions  as  a  check  upon  such  an  excessive  rise  while  yet  leaving  room  for  the  desired  fluc- 
tuations of  the  surplus  or  deficit. 

7.  The  position  of  the  plans  on  monetary  policy  was  in  general  less  precise  than  their 
position  on  budgeting  policy.    They  seem  to  fall  between  the  great  confidence  in  monetary 
policy  that  prevailed  in  the  twenties  and  the  extreme  skepticism  about  monetary    policy  that 
prevailed  in  the  thirties. 


THE  CED  PLAN 

The  main  features  in  the  CED  plan,  as  presented  in  1947,  were  these: 

1.  Tax  rates  should  be  high  enough  so  that  under  conditions  of  high  employment  (4%  of 
the  civilian  labor  force  unemployed)  cash  receipts  would  exceed  cash  expenditures  by  $3 
billion  per  annum — with  exceptions  noted  below. 

2.  If  expenditures  are  increased  or  decreased  —  except  in  consequence  of  fluctuations 
in  employment  —  tax  rates  should  be  increased  or  decreased  to  preserve  the  $3  billion  sur- 
plus at  high  employment  relationship. 

3.  Departures  of  the  actual  surplus  from  the  $3  billion  figure,  in  either  direction,  result- 
ing from  departures  of  actual  employment  from  the  high  employment  level,  in  either  direction, 
do  not  call  for  or  justify  changes  in  expenditures  or  tax  rates. 

4.  In  extreme  situations  of  depression  tax  rates  might  be  cut  or  expenditures  increased 
beyond  the  levels  justified  by  the  $3  billion-surplus-at-high-employment  standard.    Thus,  sup- 
pose that  a  certain  set  of  tax  rates  and  expenditure  programs  would  produce  a  $3  billion  sur- 
plus at  high  employment.    With  5  million  unemployed  these  same  tax  rates  and  expenditure 
programs  might  produce  a  $2  billion  deficit.  If  5  million  unemployed  is  not  an  "extreme"  situa- 
tion, tax  rates  and  expenditure  programs  should  not  be  changed.  At  10  million  unemployed,  the 
same  tax  rates  and  expenditure  programs  might  give  a  $12  billion  deficit.  If  this  is  regarded  as 
an  "extreme"  situation  it  would  then  be  permissible  to  cut  tax  rates  or  increase  expenditures, 
making  the  deficit  larger  than  $12  billion.  The  reverse  would  hold  in  "extreme"  inflation. 

5.  An  exception  to  the  normal  rule  that  an  expenditure  increase  must  be  matched  by  an  in- 
crease of  tax  rates  is  provided  for  large  non-recurring  expenditures. 
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6.    The  budget  policy  can  be  changed,  in  unspecified  ways,  in  the  event  of  some  unspeci- 
fied, change  in  national  policy  or  conditions  of  national  life. 

The  general  reasoning  behind  this  proposal,  was  this: 

1.  The  automatic  variations  in  tax  liabilities,  and  some  expenditures  such  as  Unemploy- 
ment Compensation,  would  significantly  reduce  the  severity  of  fluctuations.    The  main  way  in 
which  this  would  work  would  be  by  cushioning  the  effects  of  a  change  in  national  income  upon 
the  incomes  private  consumers  and  businesses  have  available  to  spend  and  thereby  reducing 
the  consequent  effect  on  private  spending. 

To  take  a  simplified  example — Suppose  there  is  an  initial  decline  of  $10  billion  in  nation- 
al income  and  both  sides  of  the  budget  remain  constant.    Then  there  will  be  an  initial  decline 
of  $10  billion  in  private  incomes  after  tax.    Assume  that  private  individuals  reduce  their  spend- 
ing by  80%  and  their  saving  by  20%  of  any  reduction  in  available  income.    Then  they  will  reduce 
spending  by  $8  billion,  which  will  reduce  national  income  and  private  available  income  by  $8 
billion,  which  will  reduce  spending  by  $6.4  billion  and  so  on.    The  end  result  of  this  is  a  de- 
cline of  $50  billion  in  national  income. 

Now  introduce  into  this  picture  a  stable  rate  tax  system  such    that  tax  liabilities  decline 
by  20%  of  any  decline  in  national  income.    Then  the  initial  decline  of  $10  billion  causes  a  de- 
cline of  $8  billion  in  private  available  income  which  reduces  private  spending  by  $6.4  billion, 
reducing  national  income  by  $6.4  billion  more,  and  private  available  income  by  $5.12  billion, 
and  private  spending  by  $4,096  billion  and  so  on.    The  end  result  of  this  is  a  decline  of 
$27.7  billion  in  national  income,  as  compared  with  a  decline  of  $50  billion  in  the  case  where 
tax  liabilities  were  constant. 

A  distinguishing  feature  of  the  decline  in  tax  liabilities  that  results  automatically  from 
the  decline  in  national  income  is  that  the  decline  in  tax  liabilities  will  be  (practically?) 
simultaneous  with  the  decline  in  income,  and  the  sustaining  effect  on  private  expenditures 
will  not  lag  far  behind  the  decline  in  tax  liabilities.    Thus  most  of  the  sustaining  effect 
will  be  felt  while  national  income  is  declining,  and  will  operate  to  moderate  the  decline. 
This  may  not  be  true  of  stimulating  action  based  on  forecasts  or  of  action  taken  in  response 
to  current  developments  but  with  a  longer  lag  before  the  effect  is  felt. 

2.  The  provision  for  further  action  in  "extreme"  situations  gives  some  insurance  against 
catastrophe.    At  the  same  time  by  reserving  such  action  for  "extreme"  situations  the  plan 
reduces  the  danger  that  the  policy  would  be  unstabilizing  because  economic  conditions  have 
changed  so  drastically  by  the  time  the  policy  has  its  effects  as  to  make  the  policy  inapprop- 
riate.   Suppose  the  stimulating  action  that  might  be  employed  in  a  depression  takes  a  year 

to  have  effect.    It  seems  less  likely  that  we  will  move  from  10  million  unemployed  to  in- 
flation within  a  year  than  that  we  will  move  from  5  million  unemployed  to  inflation  within  a 
year.    Moreover,  the  10  million  unemployed  case  is  so  much  more  serious  than  the  5  million 
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case  as  to  make  this  risk  much  more  worth  taking. 

3.  The  Committee  did  not  promise  that  this  plan  would  guarantee  perfect  stability  or  that 
it  could  assuredly  confine  instability  within  any  prescribed  limits.    But  the  Committee  apparent- 
ly felt  that  this  plan  embodied  all  that  fiscal  policy  could  do — in  the  existing  state  of  affairs 
— to  maintain  stability.    While  "stronger"  programs  could  be  easily  conceived,  the  Committee 
argued  that  these  stronger  programs  are  likely  to  be  unstabilizing,  because  of  errors  of  fore- 
casting,lags,  and  biases  in  the  decision-making  process.    Moreover,  the  effectiveness  of  a 
stabilization  program  should  not  be  judged  exclusively  by  the  effectiveness  of  the  budget 
policy  that  is  only  one  element  in  it. 

4.  The  $3  billion  surplus  rule  will  result  in  gradual  reduction  of  the  debt  over  the  long 
run  if  debt  reduction  is  consistent  with  high  employment.    The  Committee  did  not  believe  that 
debt  reduction  could  in  fact  be  achieved  if  it  was  not  consistent  with  high  employment.    But 
the  Committee  also  believed  that  debt  reduction  would  not  be  achieved,  even  if  it  was  con- 
sistent with  high  employment,  unless  there  was  some  such  rule  as  that  contained  in  its  plan. 
The  Committee  believed  that  high  employment  would  be  consistent  with  debt  reduction,  on  the 
average  but  not  every  year,  either  as  a  result  of  spontaneous  forces  in  the  economy  or  as  a 
result  of  additional  stimuli  that  could  be  introduced.    As  a  minimum,  the  Committee  saw  no 
good  reason  to  think  that  high  employment  would  not  be  consistent  with  debt  reduction,  or 
could  not  be  made  so. 

5.  The  requirement  under  the  plan  that  expenditure  increases  must  be  matched  by  tax 
rate  increases  will  be  a  force  for  economy  in  government.    The  necessity  to  raise  tax  rates 
will  serve  to  represent  the  costs  of  higher  expenditures  that  might  otherwise  be  inadequately 
represented  in  the  governmental  decision-making  process. 


THE  ADEQUACY  OF  BUILT-IN  FLEXIBILITY 

Among  economists  the  most  common  criticism  of  the  CED  plan  and  other  plans  that  rely 
heavily  on  built-in  flexibility  of  the  budget  is  that  they  are  too  weak. 

For  example,  the  group  of  experts  appointed  by  the  U.N.  to  report  on  measures  for  full 
employment  said,  of  built-in  stabilizers: 

"It  must  be  remembered,  however,  that  such  stabilizers,  by  the  nature  of  the 
case,  can  only  have  the  effect  of  dampening  the  range  of  economic  fluctuations. 
They  can  mitigate  the  fall  in  consumers'  demand  that  occurs  in  response  to  a 
fall  in  investment  demand;  they  cannot  conjure  up  an  actual  rise  in  consumers' 
demand  that  would  be  needed  to  offset  the  fall  in  investment  demand."  * 


1    National  and  International  Measures  for  Full  Employment,  U.N.  Department  of  Economic  Affairs,  New  York, 
1949,  p.  37. 
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Gerhard  Colm  has  characterized  the  situation  as  follows: 

"Unemployment  compensation  restores  only  a  fraction  of  the  normal  earnings 
of  a  worker.    It  reduces  the  income  loss  due  to  unemployment    Farm  price  support 
gives  the  farmer  less  than  prosperous  markets  for  farm  products  but  reduces  the 
impact  on  income  of  farm  surplus  production,    Built-in  flexibilities  in  themselves, 
therefore,  cannot  be  relied  upon  exclusively  to  stop  a  deflationary  spiral  and  re- 
store full  employment.    They  mitigate  a  drop  in  incomes  but  must  be  supplemented 
in  case  of  need  by  legislative  or  administrative  flexibility  which  will  permit  an 
affirmative  variation  of  expenditure  or  tax  programs."  1 

In  part  this  appraisal  is  certainly  correct.    Nothing  happens  under  the  built-in  flexibility 
system  until  there  has  been  a  change  in  income  or  employment.    Taxes  do  not  decline  unless 
income  declines;  unemployment  compensation  payments  will  not  rise  unless  unemployment 
rises.    The  built-in  stabilizing  mechanism  of  the  budget  cannot  prevent  all  fluctuations. 

But  it  would  be  wrong  to  conclude  from  this  simple  fact  that  the  mechanism  is  weak,  that 
its  effects  are  small,  that  the  effects  are  confined  to  moderating  fluctuations  in  consumption 
or  that  it  cannot  stop  a  decline  or  initiate  a  recovery.    Moreover,  and  more  important,  this 
appraisal  even  if  correct  would  not  justify  the  policy  recommendation  that  is  usually  derived 
from  it. 

It  seems  reasonable  to  expect  that  the  immediate,  initial  effect  of  built-in  stabilizers, 
in  a  decline,  will  be  to  reduce  the  drop  in  consumption,  rather  than  investment  expenditures. 
All  the  evidence  suggests  that  changes  in  consumption  are  more  closely  influenced  by  changes 
in  income  after  tax  than  are  changes  in  investment.    But  the  decline  in  consumption  expendi- 
tures is  ordinarily  a  large  part  of  any  decline  in  national  income.    Even  if  it  were  true  that 
built-in  stabilization  were  confined  to  influencing  consumption  by  influencing  consumers' 
incomes  after  tax,  the  stabilizing  effect  could  still  be  large. 

But  there  is  no  reason  to  think  that  the  influence  of  built-in  stabilizers  would  be  con- 
fined to  a  partial  maintenance  of  consumption.    By  helping  to  maintain  consumption  and  there- 
by total  output,  such  stabilizers  can  have  an  important,  even  though  indirect,  effect  in  sus- 
taining investment.    There  are  at  least  three  routes  by  which  this  could  come  about: 

a)  By  sustaining  total  output,  the  stabilizers  help  maintain  inventory-sales  ratios  and 
capacity-output  ratios  that  are  more  favorable  to  continued  investment  than  would  exist  if 
consumption  declined  further. 

b)  By  helping  to  maintain  profits  and  reduce  losses,  as  well  as  by  reducing  business 
taxes  and  paying  business  tax  refunds,  the  stabilizers  help  avoid  business  financial  stringency 


1     Income  Stabilization  for  a  Developing  Democracy,  ed.  Max  Millikan,  New  Haven,   1953,  p.  246. 
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that  tends  to  reduce  investment. 

c)  By  helping  to  maintain  consumption  and  total  output,  the  stabilizers  help  to  maintain  a 
more  favorable  climate  for  the  introduction  of  new  products  and  new  methods. 

The  question  whether  built-in  stabilizers  can  stop  a  decline  and  initiate  a  recovery  is  more 
complicated.  We  have  no  experience  with  declines  that  never  stopped.  Presumably  the  question 
is  whether  built-in  stabilizers  can  bring  a  decline  to  an  end  sooner  than  would  happen  without 
the  built-in  stabilizers.  The  idea  that  built-in  stabilizers  cannot  do  this  seems  to  be  based  on 
the  theory  that  consumption  is  a  passive  reflection  of  the  current  level  of  income,  that  therefore 
a  decline  must  be  halted  and  recovery  initiated  by  a  recovery  of  investment,  and  that  built-in 
stabilizers  cannot  affect  the  level  of  investment.  If  it  is  true,  as  suggested  above,   that  invest- 
ment is  influenced  by  the  level  and  rate  of  change  of  total  output,  then  the  built-in  stabilizers 
could  bring  about  an  earlier  recovery  in  investment  and  in  total  economic  activity. 

Probably  the  clearest  example  is  an  inventory  recession,  propelled  by  an  attempt  of  busi- 
nesses to  reduce  their  inventory-to-sal es  ratio.  The  decline  of  national  income  is  increased  and 
prolonged  by  the  fact  that  the  effort  of  businesses  to  reduce  inventories  reduces  production, 
consumers'  income  and  consumers'  purchases,  requiring  a  longer  time  to  work  off  inventories. 
If  the  built-in  stabilizers  sustain  consumers'  income  and  consumers'  purchases,  the  desired  in- 
ventory-to-sales  ratio  will  be  reached  with  less  cut  in  production  and  more  quickly,  and  high 
employment  will  be  regained  more  quickly. 

Other  examples  could  be  given.  In  general,  it  may  be  said  that  as  soon  as  we  depart  from 
the  simplest  model  of  a  trade  cycle  (consumption  absolutely  determined  by  current  income,  in- 
vestment absolutely  autonomous)  we  encounter  the  possibility  that  built-in  flexibility  can  stop 
a  decline  and  initiate  a  recovery. 

This  is  not  to  say  that  in  all  cases  built-in  flexibility,  either  of  the  present  degree  or  some 
feasibly  enlarged  degree,  will  always  be  effective  in  preventing  recessions  or  even  in  preventing 
serious  depressions.  But  it  is  intended  to  suggest  that  the  common  generalizations  about  the 
limited  role  of  built-in  flexibility  are  not  valid.  How  effective  built-in  flexibility  is  will  depend 
not  only  on  the  degree  of  built-in  flexibility  but  also  upon  the  intensity  and  character  of  the  de- 
cline with  which  it  must  cope. 

Government  economists  are  now  making  a  more  thorough  and  systematic  estimate  of  the  de- 
gree of  built-in  flexibility  in  the  Federal  Budget  than  has  up  to  now  been  done.      For  the  pres- 
ent, certain  rough  indications  of  magnitude  can  be  set  down: 

a)  Personal  income  tax  at  1953  rates  would  offset  about  15  per  cent  of  the  drop  in  personal 


1  Since  published  as  "The  Stabilizing  Effectiveness  of  Budget  Flexibility"  by  David  W.  Lusher,  with  comments  by 
Samuel  Cohen  in  "Policies  to  Combat  Depression",  National  Bureau  of  Economic  Research,  New  York,  March,  1954. 
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income.  At  1954  rates  this  would  be  about  13.5  per  cent.  Not  all  of  the  decline  in  tax  would  be 
simultaneous  with  the  decline  of  income,  but  about  3/4  of  it  would  be  nearly  simultaneous. 

b)  In  the  1948-49  recession  unemployment  compensation  offset  about  15%  of  the  drop  in 
private  payrolls  and  about  7  per  cent  of  the  drop  in  personal  disposable  income.  In  a  more  seri- 
ous recession  the  percentages  would  apparently  be  smaller. 

c)  After  the  expiration  of  the  excess  profits  tax,  corporation  profits  tax  liabilities  would 
decline  by  about  50  per  cent  of  the  decline  in  corporate  profits. 

d)  Farm  price  support  expenditures  have  a  potentially  very  large  swing  but  are  very  erratic 
in  relation  to  cyclical  fluctuations.  For  example,  from  the  second  quarter  to  the  fourth  quarter 
of  1948  net  income  of  farm  operators  dropped  $1.6  billion  (annual  rate)  and  price  support  ex- 
penditures increased  $1.6  billion  (actual  quarterly  totals,  not  annual  rate).  From  the  fourth 
quarter  of  1948  to  the  fourth  quarter  of  1949,  farmers'  net  income  declined  $5.4  billion  (annual 
rate)  and  price  support  expenditures  declined  $800  million. 

e)  A  large  number  of  persons  over  65  years  of  age,  and  eligible  for  social  security  benefits, 
are  not  drawing  them  because  they  are  employed.  It  has  been  estimated  that  if  all  of  these 
persons  were  to  draw  their  benefits,  as  they  would  if  they  became  unemployed,  benefit  payments 
would  increase  about  $8-900  million  a  year.  In  a  recession  the  incidence  of  unemployment  among 
the  older  workers  would  be  higher  than  average  —  although  of  course  not  100%.  This  would  be 
an  additional  source  of  income  support. 

These  figures  may  be  summarized  by  applying  them  to  a  recession  of  the  1948-49  propor- 
tions starting  from  the  current  levels  of  national  income.  We  would  then  get: 

Decline  in  GNP  $14.3  billion 

Decline  in  personal  income  10.2  billion 

Decline  in  corp.  tax  liability  3.4  billion 

Increase  in  unemployment  compensation  1.3  billion 

Decline  in  personal  income  tax  1.3  billion 
Farm  price  support  —  could  be  anything,  but  say  1.0  billion 
Everything  else,  other  taxes,  old  age 

benefits,  veterans,  say  .5  billion 

This  adds  up  to  "offsets"  of  $7.5  billion  against  a  GNP  decline  of  $14.3  billion.  However 
the  $3.4  billion  of  decline  in  corporate  profits  tax  liability  is  probably  quite  different  in  its  ef- 
fects from  the  other  $4.1  billion  that  operates  more  directly  to  sustain  consumers'  disposable 
income. 

The  trouble  with  such  figures,  even  if  they  were  accurate,  is  that  they  tell  us  very  little. 
With  these  offsets,  or  larger  ones,  it  would  be  possible  to  conceive  of  deflationary  patterns 
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that  would  still  result  in  a  severe  depression,  little  abated  by  the  presence  of  built-in  stabil- 
izers. On  the  other  hand,  even  with  smaller  offsets  one  could  conceive  of  deflationary  pat- 
terns in  which  the  built-in  stabilizers  make  a  mild  recession  out  of  what  would  otherwise  have 
been  a  severe  depression. 

The  existing  built-in  stabilizers  do  not  assure  that  there  will  be  no  more  depressions  or 
recessions.  This  does  not,  however,  lead  to  the  conclusion  that  "something  more  must  be 
done"  within  the  field  of  budget  policy.  This  conclusion  would  only  follow  if  there  is  some- 
thing else  that  can  be  done  that  will  be  stabilizing,  and  if  there  are  not  superior  means  out- 
side budget  policy  for  achieving  the  same  objective.  There  are,  of  course,  many  other  things 
that  can  be  done  in  budget  policy.  Whether  they  are  stabilizing  or  not  is  another  question,  and 
not  a  question  that  can  be  answered  by  asserting  that  existing  built-in  flexibilities  are  in- 
adequate and  something  more  must  be  done. 


INCREASING    BUILT-IN    FLEXIBILITY   -    TAXATION 

Presumably  anything  that  can  be  done  to  increase  built-in  flexibility  in  the  budget  will  be 
stabilizing  (an  exception  will  be  noted  later).  And  there  are  many  things  that  could  be  done. 
However,  the  most  powerful  of  these  run  up  against  the  difficulty  that  while  good  for  stability 
they  are  bad  for  incentive.  The  built-in  stabilizers  drive  a  wedge  between  the  income  earned 
in  production  and  the  income  left  to  the  private  individual  or  business  after  taxes  and  benefit 
payments,  so  that  a  large  decline  in  earned  income  causes  only  a  small  decline  in  disposable 
income.  As  applied  to  the  economy  as  a  whole  this  is  stabilizing.  As  applied  to  the  individual 
this  i  s  bad  for  incentive,  for  it  means  he  has  less  to  gain  by  earning  more,  less  to  lose  by 
earning  less.  For  example,  we  might  say  that  from  now  on  everyone  gets,  after  taxes  and  gov- 
ernment benefit  payments,  just  what  he  got  in  1953  (plus  4%  a  year?).  If  he  earns  more  he  pays 
the  difference  in  taxes;  if  he  earns  less  he  draws  the  difference  in  benefit  payments.  This 
would  be  a  highly  stabilizing  system.  But  it  would  be  deadly  for  economic  incentives. 

To  some  extent  we  do  subordinate  incentive  considerations  to  considerations  of  fairness, 
sympathy  and,  to  a  lesser  degree,  stabilization.  We  could  subordinate  incentive  considerations 
further.  But  in  view  of  the  possibility  that  incentive  considerations  have  already  been  unduly 
subordinate,  attention  will  be  focussed  here  on  what  can  be  done  to  improve  built-in  stability 
without  adverse  incentive  effects. 

Steps  could  be  taken  to  improve  built-in  flexibility  without  adverse  incentive  effects  by 
speeding  up  the  response  of  tax  payments  and  refund  to  income  changes.  The  outstanding 
case  is  probably  the  refunds  for  overpayment  under  the  personal  income  tax.  Even  in  times 
of  steady  employment  these  refunds  run  around  $2.5  billion  a  year;  in  a  period  of  intermit- 
tent employment  they  would  be  much  larger.  Refunds  are  now  paid  in  the  first  half  of  the  year 
following  the  calendar  year  in  which  the  overpayment  occurred.    It  would  be  advantageous  if 
the  refunds  could  be  paid  earlier,  as  soon  as  possible  after  overpayment  becomes  reasonably 
ascertainable. 
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As  a  minimum  approach  to  speedier  refunds,  we  might  permit  the  filing  of  applications  for 
refund  on  July  1  in  cases  where  the  amount  of  tax  withheld  in  the  first  half-year  exceeds  the 
amount  of  tax  that  would  be  due  for  the  whole  year  if  the  year's  income  was  twice  the  first- 
half  income.  For  example,  suppose  a  married  man,  two  dependents,  earning  $400  a  month  works 
three  months  and  is  unemployed  three  months  in  the  first  half  of  the  year.  He  will  have  paid 
$101.40  in  withholding  (1954  rates).  If  he  were  to  repeat  this  work  experience  in  the  second 
half  he  would  still  owe  no  tax  for  the  year.  (His  total  income,  $2,400,  will  be  below  his  ex- 
emptions and  deductions.)  He  ought  to  be  able  to  get  his  $101.40  back  after  the  first  half.  If 
he  actually  works  in  the  second  half  and  is  subject  to  withholding  he  will  be  entitled  to  another 
refund,  which  he  can  claim  at  the  end  of  the  year. 

There  would  be  some  opportunities  for  cheating  under  such  a  system,  but  it  is  not  clear 
that  the  opportunities  would  be  greater  than  under  the  present  system.  There  would  also  be 
more  paper-work  required.  However,  if  such  a  plan  would  speed  up  by  six  months  the  payment 
of,say,  $1  billion  in  a  recession,  quite  a  lot  of  additional  paper-work  would  be  worthwhile. 

It  would  also  be  possible  to  speed  up  payment  of  refunds  to  corporations  resulting  from 
loss  carry- backs.  However,  a  corporation  entitled  to  a  refund  will  usually  be  able  to  anticipate 
the  actual  receipt  by  drawing  upon  cash  reserves  or  by  borrowing.  Expediting  the  actual  pay- 
ment is  probably  less  important  in  this  case  than  in  the  individual  income  tax. 

Business  operating  losses  may  now  be  carried  back  for  one  year.  For  example,  if  a  busi- 
ness has  a  profit  of  $100,000  in  1953  and  a  loss  of  $50,000  in  1954  it  can,  at  the  end  of  1954, 
recompute  its  1953  tax  as  if  it  had  earned  only  $50,000  in  that  year.  It  can  then  claim  a  refund 
for  the  difference  between  the  tax  on  $100,000  and  the  tax  on  $50,000.  This  is  of  great  value 
to  the  business  in  a  loss  year.  However,  if  the  loss  in  1954  exceeds  the  profit  in  1953,  the 
business  gets  no  tax  or  refund  benefit  currently  from  the  excess.  If  it  subsequently,  within  5 
years,  has  a  profit,  it  can  then  get  a  tax  benefit  by  applying  the  loss  that  was  not  carried 
back  to  1953.  But  this  benefit  will  ordinarily  come  in  a  period  of  recovery,  rather  than  reces- 
sion. Similarly,  if  the  business  has  losses  in  both  1954  and  1955  there  will  be  no  tax  benefit 
from  the  1955  losses  until  a  subsequent  year  of  profits. 

Before  1950  losses  could  be  carried  back  two  years  and  forward  two  years.  When  the 
carry-forward  was  lengthened  to  five  years  the  carry-back  was  shortened  to  one  year,  ap- 
parently in  the  belief  that  a  very  long  total  carry-over  period  would  be  difficult  to  administer. 
At  present,  with  more  experience,  the  administrative  difficulty  appears  less  serious.  It  may 
therefore  be  desirable  to  extend  the  carry-back  to  two  years  while  retaining  the  5-year  carry- 
forward. 

While  the  excess  profits  tax  is  in  effect,  unused  excess  profits  tax  credit  can  be  carried 
back  one  year  or  forward  five  years.  Thus,  if  a  corporation  has  an  excess  profits  tax  credit 
of  $1,000,000  and  actual  profits  of  $800,000  in  1953,  it  can  subtract  the  $200,000  from  the 
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excess  profits  of  1952,  recompute  the  excess  profits  tax  for  1952  and  claim  a  refund.  But  with 
the  excess  profits  tax  expiring  on  December  31,  1953,  there  can  be  no  carry-back  from  1954  to 
1953.  There  is  no  good  reason  why  this  should  be  so.  After  the  wartime  excess  profits  tax  went 
out  of  effect  on  December  31,  1945,  carry-back  from  1946  to  1945  was  still  permitted.  If  1954  is 
a  year  of  recession  it  would  be  desirable  to  allow  corporations  to  carry-back  against  their  1953 
excess  profits  any  deficiency  of  1954  profits  below  their  excess-profits-tax  credit.  If  1954  is 
not  a  year  of  recession  there  will  be  little  cost  and  little  harm  done. 

As  already  noted,  when  we  get  beyond  improving  the  timing  of  tax  payments,  increasing 
built-in  flexibility  runs  into  the  incentive  problem.  In  view  of  this,  and  in  view  of  the  fact  that 
adequate  consideration  of  tax  reform  questions  would  carry  us  far  beyond  the  subject  of  this 
paper,  the  discussion  of  tax  structure  here  will  be  brief  and  illustrative  only. 

For  example,  it  is  often  recommended  that  reduction  in  corporate  taxation  should,  in  large 
part,  take  the  form  of  reduction  in  the  tax  on  distributed  profits.   Since  the  distributed  profits 
are  more  stable  than  the  undistributed  profits  this  gives  more  tax  flexibility  than  a  horizontal 
cut  in  the  corporate  profits  tax. 

A  move  to  lower  excise  taxes  and  higher  income  tax  rates  in  the  bottom  brackets  would  im- 
prove built-in  flexibility.  It  would  probably  not  have  seriously  adverse  incentive  effects,  in  it- 
self. However,  through  a  chain  of  political  necessities  it  might  have  harmful  effects.  It  is 
politically  impossible  to  reduce  the  upper  bracket  income  tax  rates,  which  have  bad  incentive 
effects,  and  at  the  same  time  raise  the  lower  bracket  rates. 

Increased  relative  reliance  upon  corporate  profits  taxation  would  increase  the  elasticity 
of  revenues  because  corporate  profits  fall  faster  than  other  incomes  in  a  recession.  Whether 
this  would  be  stabilizing  or  not  is  uncertain,  because  a  dollar  of  reduction  in  corporation  tax 
revenue  is  probably   worth  less  in  sustaining  the  economy  in  recession  than  a  dollar  of  reduc- 
tion in  individual  income  tax.  (This  is  an  exception  to  the  general  presumption  that  an  increase 
in  built-in  flexibility  is  stabilizing.) 

Probably  the  most  powerful  way  to  increase  the  built-in  flexibility  of  taxation  would  be  to 
introduce  a  system  of  individual  allowances,  financed  at  high  employment  by  an  increase  in 
the  individual  income  tax.  The  allowances  would  continue  to  be  paid  out  in  recession  while 
the  income  tax  receipts  would  decline.  In  the  present  state  of  affairs  the  idea  that  we  need  to 
search  for  ways  to  increase  taxes  at  high  employment  so  that  taxes  will  decline  more  in  a  re- 
cession seems  ridiculous.  In  total,  however,  this  plan  does  not  increase  taxes  minus  benefit 
payments.  Its  chief  defect,  aside  from  being  beyond  the  pale  of  discussable  possibilities,  is 
the  incentive  effect  —  increasing  the  incomes  received  without  earning,  and  decreasing  the 
share  of  earned  incomes  retained. 
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IMPROVING   BUILT-IN    FLEXIBILITY   -   UNEMPLOYMENT  COMPENSATION  ] 

The  most  important  and  reliable  built-in  flexibility  on  the  expenditure  side  of  the  budget  is 
provided  by  the  unemployment  compensation  system.  The  main  opportunities  for  improvement 
probably  would  also  be  in  the  U.  C.  system.  In  the  three  chief  features  that  determine  its  ef- 
fectiveness as  a  stabilizer,  benefit  rates,  duration  of  benefits  and  coverage,  the  U.  C.  system 
could  be  strengthened  without  seriously  adverse  incentive  effects. 


IMPROVING   BUILT-IN   FLEXIBILITY   -   THE  FARM  PROGRAM 

No  attempt  will  be  made  here  to  cover  the  possible  improvement  of  the  farm  program  as  an 
instrument  of  stabilization.  The  development  of  a  farm  program  requires  the  consideration  of 
many  factors  beyond  the  scope  of  the  present  paper  and  the  competence  of  the  present  authon. 
However,  it  is  desired  to  point  out  that  different  farm  programs  will  differ  in  their  contribution 
to  general  stability  and  this  difference  should  be  weighed  in  the  choice  of  a  program. 


BEYOND   BUILT-IN    FLEXIBILITY 

The  most  important  and  difficult  question  about  budget  policy  for  stability  is  what  can  be 
done  beyond  accepting  and  improving  built-in  flexibility.  It  is  clear  that  there  are  budgetary 
measures  of  great  power  to  stimulate  (or  inflate)  or  restrain  (or  depress)  the  economy.  The 
question  is  whether  these  measures  can  be  so  regulated  in  time  and  amount  as  to  contribute  to 
stability  or  whether  the  attempt  to  use  these  measures  will  add  one  more  destabilizing  force 
to  the  economy. 


In  order  to  consider  the  problem  concretely  it  is  desirable  to  specify  what  kind  of  measure 
we  have  in  mind.  For  this  purpose  it  is  probably  best  to  concentrate  on  a  horizontal  cut  or  in- 
crease in  the  personal  income  tax.  The  power  of  this  instrument  is  so  great  that  if  the  problems 
of  management  can  be  solved  in  its  use  there  will  probably  be  no  need  to  look  further.  On  the 
other  hand,  if  the  problems  of  management,  of  controlling  timing  and  amount,  cannot  be  solved 
with  respect  to  the  personal  income  tax  they  are  unlikely  to  be  soluble  with  respect  to  any 
other  part  of  the  budget.  The  main  reason  for  this  is  that  if  we  are  thinking  of  large  changes  in 
the  budget  created  for  the  purposes  of  stabilization  they  can  be  brought  about  more  quickly 
through  changes  in  income  tax  rates  than  by  any  other  means. 

This  is  not  meant  to  imply  that  it  may  not  sometimes  be  desirable  to  vary  some  expendi- 
tures or  some  taxes  other  than  the  personal  income  tax.  However,  the  reason  for  doing  this 
would  not  be  that  these  other  devices  are  superior  as  stabilizing  instruments  but  that  they  have 


1    This  subject  is  discussed  in  a  paper  by  Mr.  Herfindahl  contained  in  this  volume. 
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some  particular  consequences,  other  than  the  effect  on  aggregate  demand,  that  we  want. 

Doubt  about  the  stabilizing  effectiveness  of  income  tax  changes  is  sometimes  expressed 
on  the  ground  that  the  recipients  of  tax  relief  may  not  spend  it  (or,  in  the  case  of  a  tax  increase 
that  taxpayers  may  not  spend  less).  In  addition  to  the    a  priori  reasonableness  of  the  proposi- 
tion that  when  people  have  more  money  they  spend  more,  we  now  have  dozens  of  statistical 
investigations  of  this  point.  Without  exception  these  investigations  have  concluded  that  con- 
sumers' expenditures  are  higher  the  higher  is  consumers'  income  after  tax.  There  are  some 
differences  in  the  findings  on  the  quantities  involved  —  whether  consumers'  expenditures  rise 
80  cents  or  85  cents  or  90  cents  when  disposable  income  rises  a  dollar.  But  there  is  no  disa- 
greement as  to  the  direction  of  the  effect  or  to  the  fact  that  it  is  large. 

These  findings  are  not  100  per  cent  watertight  for  application  to  the  stabilization  problem. 
We  have  no  experience  with  large  tax  cuts  for  stabilization  purposes.  It  is  possible  that  an  in- 
crease in  disposable  income  brought  about  in  this  way  would  have  different  effects  than  other 
increases  in  disposable  income.  But  it  seems  extremely  unlikely  that  while  all  other  increases 
in  disposable  income  have  large  positive  effects  on  spending,  increases  arising  from  tax  cuts 
have  zero  or  negative  effects. 

The  essential  problem  is  one  of  forecasting.  Two  factors  create  this  problem.  One  is  that 
inflation  as  well  as  depression  is  an  evil.  Therefore  it  is  possible  to  do  too  much  —  that  is,  by 
cutting  tax  rates  too  much  at  the  wrong  time  to  create  an  inflation  that  is  worse  than  the  situ- 
ation that  would  have  existed  if  no  action  had  been  taken.  The  other  factor  is  that  any  action 
will  take  time  to  have  its  effect.  Therefore,  the  appropriateness  of  any  action  will  be  a  matter 
not  of  the  situation  that  exists  when  the  action  is  taken  but  of  the  situation  that  will  exist  at 
a  future  time  when  the  action  has  its  effects.  Moreover,  it  should  be  noted  that  we  do  not  avoid 
the  forecasting  problem  by  saying  that  we  will  act  on  the  basis  of  the  existing  situation  rather 
than  on  the  basis  of  a  forecast.  All  this  means  is  that  we  take  the  existing  situation  as  a  fore- 
cast of  the  future  rather  than  make  a  forecast  by  some  other  method. 

Furthermore,  it  does  not  help  to  say  that  the  decision  to  do  nothing  also  implies  a  forecast 
and  that  therefore  we  might  just  as  well  try  to  do  something.  If  the  forecasts  are  more  likely  to 
be  wrong  than  right,  or  even  if  they  are  just  as  likely  to  be  wrong  as  right,  the  best  action  to 
take  is  zero. 

The  problem  is  not  one  of  deciding  that  we  do  or  do  not  believe  in  forecasting.  The  problem 
is  one  of  "how  much."  We  do  not  have  to  choose  between  doing  nothing  on  the  basis  of  fore- 
casts and  doing  everything  on  the  basis  of  forecasts.  There  is  a  range  of  possibilities  from 
weak  action  based  on  strong  forecasts  to  strong  action  based  on  weak  forecasts.  For  example, 
suppose  that  the  high  employment  level  of  GNP  is  $300  billion  —  above  that  is  inflation  and  be- 
low that  is  recession.  Suppose  that  we  forecast  the  GNP,  in  the  absence  of  corrective  action, 
at  $240  billion  for  the  next  half  year.  Then  if  we  take  corrective  action  that  would  add  $24  billion 
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to  the  GNP  we  will  have  contributed  to  stability  if  the  true  forecast  would  not  have  been  more 
than  20%  larger  than  the  forecast  that  was  actually  made.1     This  would  be  a  weak  action  with 
a  strong  forecast.  On  the  other  hand,  suppose  we  had  forecast  that  the  GNP  would  be  $280 
billion  and  had  taken  action  to  add  $12  billion.  Then  the  action  would  contribute  to  stability 
only  if  a  correct  forecast  would  not  have  been  more  than  5%  larger  than  the  forecast  actually 
made. 

With  any  degree  of  accuracy  in  forecasting  the  danger  of  doing  too  much  will  be  smaller 
the  larger  is  the  forecast  distance  from  the  high  employment  goal  and  the  weaker  the  action. 
On  the  other  hand  there  is  the  danger  of  doing  too  little.  In  general,  there  is  some  optimum 
size  of  action  that  will  minimize  probable  instability  (not  necessarily  reduce  it  to  zero)  the 
optimum  action  being  larger  the  larger  is  the  forecast  departure   from  non-inflationary  high  em- 
ployment and  the  more  reliable  the  forecast.  '  in  some  cases  the  optimum  action  is  zero. 

Unfortunately,  there  does  not  seem  to  be  any  objective  way  of  determining  the  size  of  the 
optimum  action.  This  probably  means  that  we  must  leave  the  problem  to  judgment  (guessing, 
intuition?)  and  hope  for  the  best.  This  judgment  may  be  exercised  in  two  ways,  either  in  the 
selection  of  a  general  rule  by  which  action  in  particular  cases  will  be  determined  or  in  case 
by  case  decisions. 

Should  we  place  our  emphasis  in  the  direction  of  maximum  action  —  of  full  correction  of 
every  forecast  departure  from  non-inflationary  high  employment  —  or  in  the  direction  of  mini- 
mum action  —  of  only  partial  correction  of  large  forecast  departures  from  the  target?  Do  we 
want  to  take  the  risks  on  the  side  of  doing  too  much  or  on  the  side  of  doing  too  little?  This 
is  not  a  matter  of  being  emotionally  callous  or  sensitive  to  the  problem  of  unemployment.  It 
is  a  matter  of  judgi  ng  what  course  is  most  likely  to  minimize  instability. 

Right  after  the  war  it  may  have  been  prudent  to  tilt  the  balance  in  the  direction  of  mini- 
mum action,  so  far  as  non-automatic  budgetary  measures  were  concerned,  for  several  reasons: 

1.  It  was  desirable  to  break  with  the  naive  view  that  implied  perfect  compensation,  which 
was  becoming  standard  dogma. 

2.  We  had  a  government  that  seemed  biased  in  the  direction  of  doing  something,  and  it  was 
desirable  to  emphasize  that  in  many  situations  the  best  thing  to  do  is  nothing. 


1  If  the  "true"  forecast  would  have  been  20%  larger,  or  $288  billion,  we  would  have  had  a  GNP  of  $288  billion  with 
no  action  and  $312  billion  with  the  action  —  the  two  positions  being  equally  removed  from  $300  billion. 

2  These  examples  assume  that  departures  of  equal  dollar  amount  from  the  high  employment  level  of  GNP  are  equally 
bad,  whether  the  departure  is  an  excess  or  a  deficiency.  Modification  of  this  assumption  would  complicate  the  ex- 
ample but  not  change  the  general  point  being  made. 

3  This  conclusion  is  a  free  translation  of  a  conclusion  in  an  article  by  Milton  Friedman,  Les  Ejfets  d'une  Politique 
de  Plein  Emploi  sut  la  Stabilite  E conomique .  Since  the  article  is  not  only  in  French  but  also  in  mathematics  it  may 
not  have  been  correctly  interpreted  here. 
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3.  The  economy  and  the  government  seemed  to  have  an  inflationary  bias.  There  was  danger 
that  a  more  fully  compensatory  system  might  work  in  one  direction  only,  as  a  constant  invita- 
tion to  inflationary  action. 

It  may  be  desirable  now  to  take  a  more  moderate  position  —  i.e.,  to  recommend  non-automatic 
budget  action  in  less  extreme  situations  than  might  have  been  contemplated  when  the  postwar 
budget  policies  were  first  developed.  The  inflationary  and  activist  bias  of  government  may  be 
less  than  it  seemed  six  years  ago.  Responsible  people  are  probably  more  alert  to  the  fallability 
of  even  the  best  forecast. 

Whether  it  is  necessary  to  describe  this  "moderate"  situation  in  specific  numbers  will  de- 
pend upon  how  the  budget  policy  is  to  be  managed,  as  is  discussed  below.  To  give  a  simple  idea 
of  what  the  word  moderate  suggests  to  the  author  in  the  present  context,  5  million  unemployed 
may  be  taken  as  a  guide.  Of  course,  the  situation  would  have  other  dimensions  than  a  number  of 
unemployed. 

The  size  of  the  dose  of  action  to  take  in  this  moderate  situation  must  probably  also  be  pretty 
much  a  shot  in  the  dark.  The  action  should  be  large  enough  to  have  a  significant  psychological 
reaction  —  that  is,  it  should  look  like  real  action  —  and  to  assure  some  prompt  visible  effect. 
But  the  first  action  need  not  be  taken  as  if  it  were  also  the  last;  something  can  be  held  in  re- 
serve. If  it  is  necessary  to  specify  some  size  of  action,  a  fifteen  per  cent  cut  in  the  personal 
income  tax  may  be  suggested  as  reasonable.  This  would  reduce  annual  tax  liabilities  by  about 
$5  billion,  which  would  seem,  in  a  $370  billion  economy,  significant  but  not  enough  to  blow  us 
out  of  the  water. 

How  would  a  policy  of  this  sort  —  of  moderate  tax  reduction  to  counteract  a  moderate  reces- 
sion —  be  put  into  effect?  There  are  four  ways  in  which  this  might  be  done: 

1.  The  President,  when  he  sees  the  desirability  of  such  action,  might  recommend  it  to  Con- 
gress and  Congress  might  enact  it.  The  President's  recommendation  would  be  based  on  a  fore- 
cast of  the  economic  situation,  which  might  be  made  by  projecting  the  existing  situation  or  in 
some  other  way. 

2.  The  President  might  act  under  authority  previously  granted  to  him  by  Congress  to  cut 
tax  rates,  presumably  by  limited  amounts  and  for  limited  periods. 

3.  The  President  might  act  under  authority  previously  granted  to  him  by  Congress  to  cut 
rates  when  some  objective  situation  appears  —  such  as  five  million  unemployed. 

4.  Legislation  might  provide  in  advance  for  a  specified  tax  reduction  to  take  place  auto- 
atically  when  an  objective  signal  —  such  as  five  million  unemployed  —  occurs. 
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In  the  opinion  of  the  present  writer  there  is  a  great  deal  to  be  said  for  the  fourth  system  — 
automatic  action  upon  an  objective  signal.  However,  this  position  will  not  be  urged  or  dis- 
cussed here,  since  it  is  desired  to  concentrate  attention  on  possibilities  more  practical  in  the 
near  future. 

The  third  system  mentioned  above  —  Presidential  discretion  contingent  upon  an  automatic 
signal  —  has  little  in    logic  to  commend  it.  It  would  have  one  of  the  main  disadvantages  of  an 
automatic  system  —  the  President  could  not  act  in  advance  of  the  signal  no  matter  how  strong 
his  forecast.  But  it  would  have  none  of  the  advantages  of  automatic  action  —  speed,  advance 
knowledge  by  the  public  and  reasonable  evenhandedness  as  between  inflationary  and  deflation- 
ary situations.  This  hybrid  system  would  have  merit  only  if  Presidential  discretion  were  very 
important  and  if  Congress  would  not  grant  that  discretion  on  any  other  basis. 

The  case  for  giving  the  President  authority  to  make  a  limited,  temporary  tax  cut  is  strong. 
Certainly  if  one  were  setting  up  a  stabilizing  tax  program  from  scratch  one  would  not  choose 
to  have  it  run  by  two  committees  like  our  Congress.  Presidential  discretion  would  increase  the 
possibility  of  speedy  action  without  having  to  create  a  crisis  atmosphere.  On  the  other  hand, 
in  the  particular  case  of  cutting  taxes  quick  Congressional  action  may  be  easy  to  obtain.  Con- 
gress seems  to  be  waiting  to  cut  taxes  on  the  first  half-way  respectable  excuse,  and  the 
parliamentary  process  need  not  take  long  if  everyone  agrees.  Also  there  is  a  danger  that  if,  in 
a  calm  economic  situation,  the  President  asks  for  advance  authority  to  cut  taxes  in  a  recession 
we  may  get  into  a  wrangle  over  principles  like  division  of  powers,  planning  and  budget  balanc- 
ing. This  may  weaken  the  political  support  that  would  be  necessary  later  for  an  anti-depression 
program,  whereas  if  the  President  waited  until  the  economic  difficulty  arose  Congress  would 
readily  follow  his  recommendation  for  a  tax  cut. 

The  idea  of  a  Congressional  delegation  of  authority  to  the  President  to  cut  taxes  deserves 
consideration.  For  the  present,  however,  it  should  be  assumed  that  we  are  operating  under  the 
ordinary  system,  in  which  the  President  recommends  and  the  Congress  determines  tax  rates. 

Even  if  we  are  operating  under  this  system,  advance  preparation  will  be  needed.  Speed  and 
flexibility  are  essential  to  success.  This  does  not  mean  that  action  should  be  taken  at  the  first 
sign  of  recession  or  at  the  first  sign  of  anything  else.  But  there  is  some  set  of  facts  that  if 
known  and  properly  interpreted  calls  for  action.   As  little  time  as  possible  should  be  lost  in 
discovering  and  interpreting  the  facts  and  deciding  to  act. 

The  Administration  should  decide,  if  it  has  not  already  done  so,  whether  it  intends  to  use 
tax  reduction  as  a  means  of  moderating  a  recession.  It  should  decide  in  what  kinds  of  situa- 
tions, on  the  basis  of  what  facts,  it  intends  to  take  such  action.  It  should  decide  what  kind  of 
a  tax  reduction  it  intends  to  recommend.  These  would  be  plans,  not  binding  commitments.  But 
unless  this  kind  of  groundwork  is  laid  in  advance,  much  time  will  be  lost. 
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It  is  unnecessary,  and  probably  undesirable,  for  the  Administration  to  announce  its  plans 
in  advance  in  detail.  But  the  general  nature  of  the  program  should  be  made  public.  And  the  de- 
tails should  be  discussed  with  Congressional  leaders. 

It  will  be  especially  necessary  to  reach  some  understanding  with  Congressional  leaders 
about  the  character  of  the  tax  cut.  In  a  situation  where  everyone  agrees  on  the  desirability  of 
cutting  taxes,  action  should  not  be  delayed  by  disagreement  about  whose  taxes  get  cut  the 
most.  The  main  requirement  of  the  tax  cut  is  that  no  important  group  should  feel  strongly  that 
its  relative  position  is  being  worsened  by  a  tax  change  made  for  stabilization  purposes.  This 
is  the  reason  for  the  suggestion  advanced  above  that  the  tax  cut  should  be  an  across-the-board 
cut  in  the  individual  income  tax.  This  is  most  likely  to  strike  most  people  as  fair.  If  we  are  think- 
ing only  about  tax  cuts,  this  could  be  an  equal  percentage  reduction  in  all  brackets.  However, 
if  the  program  is  symmetrical,  providing  for  tax  increases  above  the  normal  rates  in  inflation, 
this  will  not  work.  The  upper  bracket  rates  cannot  be  raised  fifteen  per  cent  without  bringing 
them  above  100%.  Therefore,  it  is  probably  desirable  to  think  of  tax  changes  in  the  form  of  the 
subtraction  or  addition  of  an  equal  number  of  percentage  points  in  all  brackets.  A  fifteen  per 
cent  tax  cut  would  mean  approximately  three  points  off  in  all  brackets. 

One  of  the  most  difficult  problems,  once  tax  rates  have  been  cut,  will  be  to  get  them  re- 
stored at  an  appropriate  time.  It  cannot  be  too  strongly  emphasized  that  the  safety  of  taking 
action  in  moderate  recession  situations  will  largely  depend  upon  the  possibility  of  getting  the 
action  reversed  if  it  was  based  on  an  erroneous  forecast  or  if  the  situation  changes.  There  is 
no  way  to  assure  this  reversibility.  The  same  attitudes  that  we  rely  upon  to  make  a  tax  cut 
easy  make  restoration  of  higher  rates  difficult.  However,  something  can  probably  be  done  by 
providing  that  the  emergency  tax  cut  should  expire  after  a  definite  period,  say  a  year.  Of  course, 
we  know  that  such  automatic  expirations  do  not  always  take  effect.  And  there  may  be  situations 
in  which  we  do  not  want  them  to  take  effect.  But  the  automatic  expiration  forces  reconsideration 
and  positive  action  if  the  cut  is  to  be  kept  in  effect. 

It  is  almost  inevitable  that  a  discussion  of  variable  tax  rates  as  an  instrument  of  stabiliza- 
tion should  give  the  reader  the  impression  of  continuous  jiggling.  This  is  certainly  not  the  in- 
tended effect  of  the  plan.  Even  though  it  is  suggested  that  tax  rates  be  changed  in  a  "moderate" 
situation  of  recession  or  inflation,  that  situation  is  one  that  public  policy  should  seek  to  pre- 
vent. Whatever  we  can  do  by  private  voluntary  action,  monetary  policy,  built-in  flexibility,  or 
debt  management    should  be  at  work  to  keep  us  from  getting  into  the  situation  where  a 
"stabilizing"  tax  change  is  required.  If  we  are  successful,  the  cases  in  which  tax  rates  should 
be  changed  will  be  rare. 

SPECIAL    PROBLEMS  OF   THE   CURRENT   TAX   SITUATION 

The  current  tax  situation  creates  both  special  possibilities  and  special  problems.  We  have 
certain  tax  reductions  scheduled  to  go  into  effect  on  December  31,  1953  —  the  expiration  of  the 
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excess  profits  tax  and  an  individual  income  tax  reduction  of  about  ten  per  cent.  It  may  be  as- 
sumed that  these  reductions  will  take  effect  no  matter  what.  Also  on  April  1,  1954,  the  corpora- 
tion tax  rate  is  scheduled  to  decline  from  52%  to  47%  and  certain  excise  taxes  are  to  be  re- 
duced. Whether  these  reductions  will  or  should  go  into  effect  is  now  uncertain,  partly  because 
of  the  uncertainty  of  the  expenditures. 

Looking  a  little  farther  ahead,  we  have  the  prospect,  or  at  least  the  hope,  of  expenditure 
reductions  and  economic  growth  that  will  permit  substantial  tax  reductions  in  the  next  few 
years  —  say  by  1958.  It  is  desirable  that  these  tax  reductions  should  take  a  form  that  will  im- 
prove the  tax  structure  from  the  standpoint  of  incentive,  equity,  etc. 

The  problem  is  how  to  reconcile  the  tax  reductions  necessary  for  preventing  a  recession 
with  the  tax  reductions  necessary  to  reform  the  tax  structure. 

For  1954  the  answer  seems  clear,  up  to  a  point.  Suppose  that  in  early  1954  the  budget 
situation  is  such  that  the  April  1  scheduled  tax  reduction  is  inconsistent  with  balancing  the 
cash  budget  at  high  employment.  At  the  same  time,  suppose  the  economic  situation  is  such 
as  to  justify  a  tax  reduction.  The  reasonable  course  would  then  be  to  allow  the  automatic  re- 
ductions to  take  effect.  This  would  have  the  great  advantage  that  it  could  be  achieved  quickly. 
Also  it  would  be  in  the  direction  of  reform.  Such  a  tax  cut  would  not  be  reversible.  But  only  a 
moderate  further  reduction  of  expenditures  and  growth  of  the  economy  would  be  required  to 
validate  these  tax  reductions  —  i.e.,  to  make  them  consistent  with  balancing  the  budget  at 
high  employment.  We  would  have  only  anticipated  somewhat  a  tax  reduction  that  would  be  de- 
sirable anyway. 

But  the  problem  is  difficult  if  we  get  beyond  the  scheduled  reductions,  either  because 
we  need  a  bigger  tax  cut  in  1954  or  because  we  need  a  tax  cut  in  a  subsequent  year.  The 
problem  is  that  the  tax  cuts  obtainable  and  useful  as  anti-recession  measures  are  not  the  tax 
cuts  most  needed  as  reforms,  and  once  we  have  made  the  anti-recession  tax  cuts  it  will  be 
hard  to  undo  them  and  make  the  reforms.  Suppose,  for  example,  that  in  1954  as  an  anti-reces- 
sion measure  we  cut  all  income  tax  rates  3  points  for  one  year.  In  1955  the  recession  is  over, 
expenditures  have  declined  and  we  have  just  enough  taxes  in  total.  But  our  tax  reform  does 
not  include  a  3-point  cut  in  all  income  tax  rates.  Tax  reform  may  call  for  a  one-point  cut  in 
the  first  bracket  and  a  10-point  cut  in  the  top  bracket.  Then  we  will  want  to  undo  the  tempo- 
rary cut  and  make  a  different  one,  the  net  effect  of  which,  as  compared  with  the  temporary 
cut,  is  a  higher  tax  in  the  lower  brackets  and  a  lower  tax  in  the  higher  brackets.  One  can 
imagine  the  kind  of  opposition  this  will  provoke. 

It  might  seem  logical  to  suggest  that  this  problem  could  be  avoided  by  making  all 
anti-recession  tax  cuts  in  forms  that  are  part  of  the  longer-range  reform  goal.  However,  this 
is  probably  not  practical,  for  two  reasons.  First,  there  is  little  agreement  on  what  the  long- 
range  reform  goal  is.  If  we  have  to  settle  this  before  an  emergency  tax  cut  can  be  made  we 
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may  still  be  arguing  it  when  the  recession  is  over.  Second,  the  tax  reform  may  not  have  suf- 
ficient short-run  stimulating  effect  on  expenditures. 

This  problem  is  an  accentuation  of  the  general  problem  that  there  is  no  agreement  upon 
the  necessity  or  need  for  reform,  so  that  opportunities  for  tax  reduction  are  frittered  away  in 
measures  that  have  little  "reform"  value.  There  is  no  good  solution  to  this  problem  except 
to  try  to  promote  understanding  about  tax  reform.  Without  improved  understanding,  the  hope 
that  forthcoming  reductions  can  be  channelled  into  reforms  is  probably  illusory,  even  if  we 
don't  make  tax  reductions  for  the  sake  of  stability. 
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UNEMPLOYMENT  COMPENSATION  AS  AN  ECONOMIC  STABILIZER 

by 

ORRIS  C.  HERFINDAHL 

Economist,  Committee  for  Economic  Development 

Unemployment  insurance  is  widely  viewed  as  a  highly  effective  counter- cyclical  device. 
Together  with  a  few  other  measures  for  counteracting  changes  in  income,  it  shares  three  ad- 
vantages. First,  it  comes  into  operation  as  soon  as  unemployment  arises.  Second,  the  extra 
transfer  expenditures  are  reduced  as  soon  as  income  begins  to  rise.  Third,  use  of  a  device 
that  increases  government  expenditures  on  transfer  payments  rather  than  on  currently  pro- 
duced goods  and  services  permits  a  wider  scope  for  private  decisions  on  the  composition  of 
the  output  of  final  goods  and  services.  Automatic  flexibility  in  government  revenues  also  has 
these  advantages.  Although  these  desirable  properties  of  unemployment  compensation  are  evi- 
dent, how  adequate  is  the  present  system?  There  are  two  separate  but  closely  related  aspects 
of  adequacy  that  must  be  appraised: 

1.  The  adequacy  of  the  UC     system  from  the  point  of  view  of  income  stabilization.  This 
can  be  evaluated  only  by  considering  UC  as  part  of  an  inclusive  plan  for  stabilization. 

2.  The  adequacy  of  the  UC  system  from  the  humanitarian  point  of  view.  This,  too,  can  be 
evaluated  only  by  considering  UC  as  part  of  an  inclusive  plan  for  taking  care  of  the 
unemployed  and  their  families,  including,  for  example,  general  relief,  public  works, 
and  the  old  age  programs. 

This  paper  is  limited  to  the  UC  system  and  does  not  develop  an  inclusive  plan  for  stabili- 
zation or  care  of  the  unemployed.  Hence  the  anti-cyclical  effectiveness  of  UC  cannot  be  fully 
assessed  because  this  depends  on  the  other  measures  with  which  UC  is  combined. 

The  objective  of  this  paper  is,  instead,  to  develop  some  material  that  will  be  useful  in  de- 
ciding how  much  reliance  should  be  placed  on  UC  as  a  part  of  an  inclusive  plan  for  economic 
stabilization.  We  shall,  therefore,  (1)  describe  the  present  status  of  those  characteristics  of 
UC  that  have  a  bearing  on  its  anti-cyclical  effectiveness,  (2)  describe  the  changes  that  have 
taken  place  in  these  factors,  and  (3)  indicate  the  changes  that  might  be  made  in  UC  and  dis- 
cuss some  of  the  problems  that  would  arise  if  greater  reliance  is  placed  on  UC  as  an  anti- 
cyclical  weapon. 


1  "Unemployment  compensation"  will  hereafter  be  designated  as  "UC". 
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SUMMARY   DESCRIPTION   OF   THE    UNEMPLOYMENT    INSURANCE   SYSTEM 

The  UC  system  in  the  United  States  is  a  mixed  Federal  and  state  system,  with  the  states 
playing  the  more  important  role.  The  system  is  designed  to  take  care  of  "short-term"  unemploy- 
ment. The  states  were  induced  to  set  up  UC  systems  by  the  device  of  a  tax  credit.  In  1936  a 
Federal  payroll  tax  of  3%  was  imposed  on  employers  of  eight  or  more  workers  with  provision  for  a 
maximum  credit  of  2.7%  for  taxes  paid  under  an  approved  state  UC  system,  including  any  credit 
allowed  an  employer  under  an  approved  system  of  experience  rating.  All  states  use  some  form 
of  experience  rating  under  which  the  employer's  tax  rate  is  partially  dependent  on  his  employ- 
ment experience. 

The  0.3%  tax  collected  by  the  Federal  government  goes  into  the  General  Fund  of  the 
Treasury.  At  the  beginning  of  the  program  it  was  thought  that  the  0.3%  would  approximate  the 
amount  needed  for  administrative  expenses,  but  it  has  proved  to  be  more  than  enough.  "Neces- 
sary" administrative  expenses,  both  for  UC  and  the  closely  related  employment  service,  are 
covered  by  Federal  grants.  The  taxes  collected  by  each  state  go  into  its  account  in  the  Unem- 
ployment Trust  Fund,  with  unused  monies  invested  in  Federal  securities. 

The  requirements  that  must  be  met  before  an  unemployed  worker  can  obtain  benefits  are 
as  follows: 

1.  He  must  have  earned  the  necessary  wage  credits  in  the  base  year  preceding  his 
unemployment. 

2.  He  must  be  able  to  work  and  be  available  for  "suitable"  work.  As  a  minimum  showing 
that  the  worker  is  attached  to  the  labor  force  and  is  not,  say,  a  housewife,  student,  or  retired 
person,  all  states  require  registration  for  work  at  a  public  employment  office. 

3-  He  must  not  be  "disqualified."  The  general  idea  here  is  that  the  worker  is  not  entitled 
to  benefits  if  unemployment  is  the  result  of  his  voluntary  act  rather  than  of  conditions  beyond 
his  control.  Thus,  for  example,  a  worker  may  be  disqualified  if  he  quits,  is  discharged  for  mis- 
conduct, refuses  suitable  work,  or  is  involved  in  an  industrial  dispute.  Disqualification,  de- 
pending on  the  reason,  may  result  in  postponement  of  benefits,  reduction  of  benefits,  or,  in  a 
few  cases,  cancellation  of  wage  credits. 

The  provisions  governing  the  size  and  duration  of  benefits  vary  greatly  among  the  states. 
In  about  half  the  states  the  weekly  benefit  is  a  specified  fraction  (ranging  from  l/20th  to 
l/26th)  of  the  high  quarter  earnings  in  the  base  year.  In  the  remainder  of  the  states  the  weekly 
benefit  is  not  a  constant  fraction  of  high  quarter  earnings  but  varies  according  to  earnings, 
with  the  benefit  a  higher  percentage  of  low  earnings  than  of  high  earnings.  In  all  states  the 
weekly  benefit  is  subject  to  both  a  maximum  and  a  minimum. 

1  Department  of  Labor,  Bureau  of  Employment  Security,  Significant  Provisions  of  State  Unemployment  Insurance 
Laws,  November  1,  1953    (processed). 
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The  maximum  duration  of  benefits  is  uniform  for  all  eligible  claimants  in  each  of  fourteen 
jurisdictions,  with  periods  ranging  from  16  to  26  weeks.  In  other  states,  there  is  a  double  limit 
on  annual  benefits.  Annual  benefits  may  not  exceed  the  lower  of  (1)  a  specified  multiple  of  the 
weekly  benefit,  ranging  from  16  to  26Vi  weeks,  or  (2)  a  specified  proportion  of  base  period  wage 
credits. 

The  combined  effects  of  tax  rates,  experience  rating,  benefit  provisions,  and  unemployment 
experience  since  the  beginning  of  the  system  have  resulted  in  a  steady  growth  of  the  Unemploy- 
ment Trust  Fund,  as  indicated  by  the  summary  data  in  Table.   1. 


TABLE    1 

Unemployment  Insurance  Operations,  Fiscal  Years  1942-53 
(  Billio  ns  of  dollars) 


Fiscal 
Year 


Deposits 


Interest 

Balance 

on 
Securiti 

es 

Withdrawals 

in    Fund 
at   End 
of  Year 

$2.1 

$.1 

$.4 

2.9 

.2 

4.0 

.1 

5.4 

.1 

6.7 

1.1 

6.7 

.8 

7.0 

.8 

7.4 

1.2 

7.3 

1.9 

6.7 

.8 

7.3 

.2 

1.0 

7.9 

.2 

.9 

8.6 

1941 
1942 
1943 

1944 
1945 
1946 

1947 
1948 
1949 

1950 
1951 
1952 
1953 


$1.1 
1.2 

1.3 
1.3 
1.0 

1.0 
1.0 
1.0 

1.1 
1.4 
1.4 
1.4 


FACTORS   DETERMINING  THE   ANTI-CYCLICAL    EFFECTIVENESS  OF    UC 

The  effectiveness  of  UC  in  counteracting  a  decline  in  income  will  depend  in  part  on  the 
rates  at  which  the  system  pays  out  benefits  and  collects  taxes  as  unemployment  increases. 
The  benefits  and  tax  collection  rates  will  depend  on  the  size  and  duration  of  benefits  for 
those  who  are  covered,  on  the  coverage  of  the  system,  and  on  the  financial  provisions  of 
the  system. 
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Adequacy  of  Benefits 

There  is  no  easy  way  to  decide  whether  the  structure  of  UC  benefits  is  "adequate."  On  the 
one  hand,  stabilization  considerations  point  in  the  direction  of  liberal  weekly  benefits  continu- 
ing as  long  as  the  worker  is  unemployed.  On  the  other  hand,  benefits  can  be  so  liberal,  in  amounts 
and  other  respects,  as  to  run  into  serious  incentive  difficulties  for  large  numbers  of  workers  and 
to  discourage  movement  of  workers  between  industries,  occupations,  and  places  when  jobs  are 
available. 

In  the  face  of  these  conflicting  considerations  it  should  not  be  surprising  that  there  are  no 
widely  accepted  standards  for  setting  benefits  that  can  easily  be  applied.  In  the  past  there  has 
been  substantial  support  for  a  weekly  benefit  equal  to  half  the  weekly  wage,  but  this  is  an 
arbitrary  standard  whose  main  significance  is  that  it  has  appealed  to  many  as  being  "reason- 
able." More  indefinite  are  standards  that  would  have  the  weekly  benefit  be  adequate  to  meet 
"necessary"  expenditures  or  expenditures  that  cannot  be  reduced  without  disrupting  family 
life.  The  difficulties  involved  in  applying  this  type  of  standard  are  clear. 

It  may  well  be  that  a  standard  for  benefits  cannot  be  set  down  apart  from  experience.  In 
this  case,  benefits  must  be  subject  to  revision  as  we  are  able  to  appraise  the  effects  of  past 
and  existing  levels  of  benefits.  As  a  first  step  toward  decision  on  the  level  of  benefits,  the 
relation  of  benefits  to  wages  and  changes  in  this  relationship  over  recent  years  will  be  ex- 
amined. 

Weekly  Benefit.    The  average  weekly  benefit  for  total  unemployment  (as  distinguished 
from  partial  unemployment)  has  more  than  doubled  from  1939  to  1953,  rising  from  $10.66  to 
$23.58  per  week.  Since  the  increase  in  the  average  weekly  wage  in  covered  jobs  has  been  a 
fifth  greater,  the  ratio  of  the  benefit  to  the  weekly  wage  has  fallen  from  41%  to  34%.  The 
difference  between  these  percentages,  which  are  based  on  gross  pay  including  overtime, 
would  be  somewhat  less  if  the  percentages  were  based  on  straight  time  and  take-home  pay 
after  tax  and  other  deductions.  The  decline  in  the  ratio  of  the  benefit  to  the  wage  for  the  U.S. 
conceals  a  sizeable  dispersion  among  the  states.  In  1939  there  was  no  state  with  this  ratio 
below  30%,  while  30  jurisdictions  were  at  40%  or  more.  In  1953,  seven  states  were  below 
30%  and  only  three  were  at  40%  or  more. 
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TABLE   2 

Distribution  of  State  Ratios  of  Weekly  Benefit  to  Weekly  Wage, 

1939  and  19531 


Ratio  of 
average  weekly  benefit 

No.  of  Jurisdictions 

to 

1939 

1953 

average  weekly  wage 

20  -  % 

0 

7 

30  - 

21 

41 

40  - 

28 

3 

50  - 

2 

0 

60  + 

0 
51 

0 
51 

1  U.S.  Bureau  of  Employment  Security,  Adequacy  of  Benefits  Under  Employment  Insurance,  Sept.  1952,  Table  B-13; 
USBES,  The  Labor  Market,  March  1954,  p.  35. 

In  addition  to  the  variation  among  average  benefits  paid  by  the  different  states,  benefits  received 
by  workers  in  a  given  state  vary  because  of  differences  in  earnings  in  the  base  period. 

All  states  place  a  maximum  on  the  weekly  benefit.  In  1940,  the  maximum  weekly  benefits  in 
the  various  states  were  very  nearly  the  same,  averaging  about  $15.50.  By  1953,  thirteen  years 
later,  the  average  maximum  had  increased  by  77%  to  about  $27.40.  Over  the  same  period,  the 
average  weekly  wage  rose  by  about  one  and  one-half  times.  The  result  has  been  an  increase  in 
the  proportion  of  benefits  being  paid  at  the  maximum  rates.  In  1939  only  26%  of  the  benefit 
weeks  were  compensated  at  the  maximum  weekly  rate,  but  in  1953,  58%  were  so  paid.  In  each 
year,  the  percentage  of  benefits  paid  at  the  maximum  rate  varied  greatly  among  the  states.  In 
1951,  for  example,  the  range  was  5%  to  82%.  If  the  percentage  of  beneficiaries  receiving  the 
maximum  benefit  is  high,  the  dependence  of  benefits  on  the  level  of  previous  earnings  is  de- 
creased, with  more  beneficiaries  receiving  the  same  benefit  regardless  of  differences  in  previ- 
ous wages. 

Duration  of  Benefits.  Maximum  durations  of  benefits  have  increased  from  an  average  of  16.3 
weeks  in  1940  to  24.2  weeks  in  1953.  The  complete  distributions  are  given  in  Table  3. 
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TABLE   3 

Number  of  States  with  Specified 
Maximum  Weeks  of  Benefits   in  1940  and  1953 


Number  of  States 

Maximum  weeks  of  benefits 

1940 

1953 

12- 

5 

0 

14- 

8 

0 

16- 

30 

4 

18- 

2 

1 

20- 

5 

16 

22- 

0 

2 

24- 

0 

4 

26-26.5 

1 

24 

Average  (with  duration 

weighted  by  covered 

employment) 

16.3  weeks 

24.2  weeks 

1  Adequacy  of  Benefits,  Table  C-2;  and  Significant  Provisions,  November  1,  1953. 

Only  a  portion  of  the  beneficiaries  receive  compensation  for  the  maximum  periods  indicated 
in  Table  3.  For  some,  the  duration  of  benefits  as  determined  by  past  wages  will  be  less  than 
these  maxima,  and  others  are  re-employed  before  reaching  either  limit. 


TABLE  4 


Average  Actual  Duration  of  Benefits 
for  the  U.  S.,   1940-531 


ear 


No.    of    weeks 


Year 


No.    of    weeks 


1940 
41 
42 


9.8  weeks 
9.4 
10.0 


1947 
48 
49 


11.1  weeks 

10.7 

11.8 


43 
44 
45 
46 


9.0 

7.7 

8.5 

13.4 


50 
51 
52 
53 


13.0 
10.1 
10.4 
10.1 


1  Calculated  as  total  weeks  compensated  in  the  year  divided  by  number  of  first  payments.  Adequacy  of  Benefits,  Table 
C-4;  and  The  Labor  Market,  February  1954,  p.  29. 
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There  is  some  indication  in  Table  4  of  the  sensitivity  of  actual  duration  to  employment 
conditions.  Although  the  movement  of  average  duration  does  reflect  employment  conditions, 
average  duration  is  not  a  suitable  measure  of  the  average  period  of  unemployment  because  of 
the  limits  placed  on  the  duration  of  benefits  and  other  reasons. 

In  1940,  the  average  duration  of  9.8  weeks  was  60%  of  the  average  maximum  period  (16. 3 
weeks),  but  in  1953  this  ratio  had  fallen  to  42%.  Although  the  average  period  of  unemployment 
was  lower  at  the  end  than  at  the  beginning  of  the  fourteen-year  period  covered  in  this  table, 
the  average  duration  of  benefits  was  slightly  higher  at  the  end  than  at  the  beginning.  A  part 
of  the  reason  for  this  is  that  duration  provisions  have  become  more  liberal  so  that  fewer 
claimants  are  exhausting  their  benefits  before  finding  employment.  This  is  indicated  by  the 
series  in  Table  5,  which  shows  the  number  of  beneficiaries  exhausting  their  benefits  as  a 
percentage  of  first  benefit  payments  made  in  the  year. 


TABLE    5 

Number  of  Beneficiaries  Exhausting  Benefits  as 
a  Percentage  of  First  Benefits  Payments,  1940-53 

1940  51%  1946  39%  1952  20 

41  46  47  31  53  21 

42  35  48  28 

43  26  49  29 

44  20  50  30 

45  18  51  20 

1    Adequacy    of    Benefits,  Table  C-7;  and  The  Labor  Market,  Feb.  1954,  p.  30. 

This  series  shows  a  sizeable  decline  from  1940  to  later  years,  a  large  part  of  which  is  attribut- 
able to  decline  in  the  period  of  unemployment  and  higher  base  period  earnings,  but  the  influence 
of  more  liberal  duration  provisions  has  also  been  important. 

The  greater  liberality  of  duration  provisions  and  the  effect  of  higher  base  period  earnings 
are  indicated  by  the  increase  in  the  duration  of  benefits  for  those  beneficiaries  who  exhaust 
their  benefits. 
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TABLE   6 

Duration  of  Benefits  for  Beneficiaries 
Exhausting  Benefits,  1941-53 


1941  12.1    weeks  1948  18.0    weeks 

42  12.6  49  18.7 

43  14.3  50  19.3 

44  13.8  51  17.9 

45  14.5  52  19.3 

46  18.5  53  19.3 

47  17.8 


1    Adequacy    of    Benefits,     Table  C-5;  and  The  Labor  Market,  Feb.   1954,  p.  30. 

It  is  clear  that  UC  is  now  much  better  able  to  take  care  of  the  unemployment  loads  we  have 
experienced  over  the  last  decade  than  it  was  in  1940.  A  substantial  percentage  of  beneficiaries 
still  exhaust  their  benefits,  but  the  period  before  exhaustion  is  over  half  again  as  long  as  it  was 
in  1940  and  the  percentage  exhausting  is  much  lower. 

Dependents'  Allowances.  In   1953  eleven  states  provided  dependents'  allowances,  ranging 
from  one  to  seven  dollars  per  dependent,  with  the  maximum  total  weekly  allowances  for  de- 
pendents ranging  from  three  to  $35-  The  actual  cost  of  dependents'  allowances  under  these  pro- 
visions depends  on  the  distribution  of  dependents  among  claimants.  In  the  third  quarter  of  1953 
only  26%  of  the  UC  beneficiaries  in  these  eleven  states  had  one  or  more  dependents.  The  result 
was  that  total  benefits  paid  in  these  states  were  increased  by  3.5%  because  of  the  dependents' 
allowances,  while  the  benefits  of  those  actually  receiving  dependents'  allowances  were  in- 
creased by  17%,  or  $4.33- 2 

Minimum  Wages  to  Qualify  for  Minimum  Benefits.  Base  year  earnings  required  to  qualify  for 
benefits  are  over  $300  in  only  eight  jurisdictions.  The  highest  requirement  is  $600  in  the  state 
of  Washington.  About  half  the  states  have  an  additional  requirement  that  wages  in  one  or  two 
quarters  exceed  a  specified  amount  or  that  wages  were  earned  in  two  quarters  or  a  specified 
number  of  weeks  (always  more  than  one  quarter).     If  only  the  minimum  earnings  requirement  is 
met,  only  minimum  benefits  will  be  paid. 

With  full  time  employment  in  any  job,  the  minimum  earnings  requirement  can  easily  be  met, 
but  all  employment  is  not  full  time  and  minimum  benefits  are  low.  Even  with  these  apparently 
liberal  earnings  requirements,  about  14%  of  the  individuals  whose  claims  were  processed  in 
1953  found  out  that  they  did  not  qualify  for  benefits  because  of  insufficient  wage  credits. 


1  See  Significant  Benefit  Provisions  and  The  Labor  Market,  Feb.  1954,  p.  30. 

2  Significant  Benefit  Provisions. 

3  The  Labor  Market,  Feb.  1954,  p.  27. 
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There  are,  of  course,  no  data  on  individuals  who  became  unemployed  and  did  not  file  a  benefit 
claim  because  they  knew  or  thought  their  wage  credits  were  insufficient. 

The  unemployed  who  are  unable  to  qualify  for  benefits  because  of  insufficient  wage  credits 
are  made  up,  in  part,  of  people  who  have  recently  entered  the  labor  force  (students,  housewives) 
and  those  that  are  not  very  firmly  attached  to  it.  There  are  probably  some  cases  of  genuine 
hardship  in  this  group,  although  a  lowering  of  requirements  would  probably  do  more  than  simply 
relieve  these  cases.  In  any  event,  ineligibility  because  of  insufficient  wages  does  not  seem  to 
be  a  major  problem  from  the  point  of  view  of  UC's  anti-cyclical  effectiveness.  Intermittent  em- 
ployment would,  of  course,  increase  the  number  who  fail  to  qualify  for  benefits. 

Disqualification.  A  worker  may  be  denied  benefits  even  though  his  base  wages  are  above 
the  required  minimum.  In  fiscal  year  1952,  10%  of  the  initial  claims  (representing  new  spells  of 
unemployment)  were  disqualified  on  other  grounds.     Reasons  for  disqualification  were  distri- 
buted as  follows: 

Not  able  to  work  or  not  available  for  work  43% 

Voluntary  quits  30 

Discharge  for  misconduct  9 

Refusal  of  suitable  work  8 

Other  10 

100% 

The  problem  of  disqualifications  involves  many  thorny  issues  of  fairness  in  both  the  formu- 
lation and  administration  of  the  UC  laws.  Although  the  percentage  of  claimants  with  sufficient 
wage  credits  that  are  disqualified  seems  high  enough  to  be  of  importance  to  the  relation  between 
UC  and  other  assistance  programs,  information  on  the  makeup  of  the  disqualified  group  and  the 
reasons  for  disqualification  appears  to  be  insufficient  to  warrant  a  judgment  on  the  propriety  of 
present  disqualification  laws  and  practice.  It  seems  likely,  however,  that  measures  to  bring 
about  any  large  reduction  in  disqualifications  would  necessitate  important  changes  in  the 
rationale  of  the  present  UC  system.  If  the  present  disqualification  and  administrative  provisions 
are  retained,  the  percentage  of  claimants  disqualified  would  probably  decline  if  unemployment 
were  to  increase  substantially.  In  any  case,  eligibility  rules  deserve  the  most  careful  formula- 
tion and  administration  to  prevent  abuse  of  the  system  and  waste  of  limited  state  funds  through 
improper  payment  of  benefits. 

Coverage 

In  fiscal  year  1952,  about  72%  of  the  employed  civilian  wage  and  salary  workers  were  cov- 
ered by  the  Federal-state  or  the  railroad  UC  programs.  Workers  not  covered  are  classified  by 
type  of  employer  in  Table  7. 


1  Annual  Report  of  the  Bureau  of  Employment  Security,   1952,  pp.  94  and  100.  Disqualifications  are  sometimes  com- 
pared wirh  quantities  other  than  initial  claims.  In  fiscal  1952,  disqualifications  were  2%  of  total  claimant  contacts 
(a  new  spell  of  unemployment  commonly  results  in  more  than  one  contact  with  the  UC  office).  At  the  other  extreme, 
disqualifications  were  21%  of  total  insured  claimants  (new  claims  with  sufficient  wage  credits). 
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TABLE   7 

Coverage  of  the  Unemployment  Insurance 
System,  Fiscal  Year  1952  * 


Civilian  employment  61  million 

Self-employed  and  unpaid  family  workers    11  million 

Wage  and  salary  workers  50  million  100% 

Covered  by  UC  72% 

Workers  not  covered  28% 

Government  employees  12% 

Small  firms  not  covered  by  state  law  6% 

Domestic  service  in  private  homes  4% 

Farm  workers  3% 

Non-profit  organizations  2% 

Excluded  by  use  of  common  law  definition 
of  employer-employee  relationship  1% 

1  Calculations  made  on  basis  of  Annual  Report  of  the  Bureau  of  Employment  Security,    1952,  p.  43;  and  Annual 
Report  on   the  Labor  Force,   1951  and   1952,  Bureau  of  the  Census. 

The  main  change  in  coverage  that  has  taken  place  since  the  beginning  of  the  system  is 
the  inclusion  of  workers  employed  by  smaller  firms.  Originally  most  states  followed  the 
Federal  tax  law  by  exempting  firms  that  did  not  employ  eight  or  more  workers  at  least  one 
day  in  each  of  20  weeks.  In  November  1953  only  17  states  followed  the  Federal  law.  In  the 
rest  of  the  states  it  is  possible  for  a  firm  to  be  taxed  even  though  the  Federal  provisions  do 
not  cover  it,  and  in  17  jurisdictions  a  firm  with  one  employee  may  be  taxed. 

Financing.  The  UC  system  is  financed  by  a  3%  Federal  tax  on  covered  payrolls  with  a 
credit  up  to  2.7%  for  tax  paid  to  an  approved  state  UC  system.  The  actual  state  tax  rates 
are  usually  less  than  2.7%  because  of  credit  allowed  under  experience  rating.  Because  of  the 
formulas  in  use  to  determine  credits  under  experience  rating,  tax  rates  tend  to  move  with  un- 
employment, decreasing  in  good  times  and  increasing  in  bad. 1 

Since  the  UC  system  got  into  full  operation,  our  employment  experience  has  been  very 
good,  but  1946  and  1949-50  experience  show  that  benefits  can  easily  rise  above  contributions. 


1  This  is  not  a  necessary  property  of  experience  rating,  if  by  experience  rating  is  meant  a  system  under  which 
an  employer  with  good  experience  pays  a  lower  rate  than  one  with  poor  experience,  but  the  problem  of  working 
out  a  system  in  which  experience  rating  does  not  cause  tax  rates  to  behave  perversely  is  difficult.  The  ef- 
fects of  experience  rating  on  the  volume  of  unemployment  are  not  discussed  in  this  paper  because  they  are 
significant  primarily  for  seasonal  and  short-term  unemployment. 
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Unemployment  rose  to  peaks  of  2.7  million  in  March,   1946  and  4.7  million  in  February  of  1950. 
Annual  movements  in  contributions  and  benefits,  both  expressed  as  a  percentage  of  payrolls, 
are  given  in  Table  8. 


TABLE   8 


Employer  Contributions  and  UC  Benefits  as  a 
Percentage  of  Taxable  Payrolls,  1938-531 


Contributions2 

Benefits 

Contributions 

Benefits 

Year 

as 

percentage 

as  percentage 

Year 

as  percentage 

as  percentage 

of  payrolls 

of  payrolls 

of  payrolls 

of  payrolls 

1938 

2.7% 

2.2%3 

1946 

UK 

1.7% 

39 

2.7 

1.5    3 

47 

1.4 

1.1 

40 

2.7 

1.7 

45 

1.2 

1.0 

41 

2.6 

.9 

49 

1.3 

2.3 

42 

2.2 

.7 

50 

1.5 

1.7 

43 

2.1 

.1 

51 

1.6 

.9 

44 

1.9 

.1 

52 

1.4 

1.1 

45 

1.7 

.8 

53 

1.3 

.9 

1  I.C.  Merriam,  Social  Security  Financing  (Federal  Security  Agency,    1952),  p.  59;     and  The  Labor  Market,   Feb.    1954, 
p.  29. 

2  Does  not  include  Federal  tax  of  0.3%. 

3  Based  only  on  states  paying  benefits. 

Contribution  rates  vary  considerably  among  the  states,  depending  on  their  unemployment  ex- 
perience, size  of  reserve,  and  liberality  of  benefits.  In  fiscal  year  1952,  the  average  U.S.  contri- 
bution rate  was  1.64%,  with  nine  jurisdictions  below  1%,  five  above  2%,  and  the  rest  falling  be- 
tween 1%  and  2%.  The  lowest  rate  of  .42%  was  in  Iowa,  an  agricultural  state,  and  the  hignest 
rate  of  2.70%  was  levied  in  Massachusetts,  New  York,  and  Rhode  Island. 

One  of  the  reasons  for  these  differences  in  tax  rates  is  the  size  of  reserves.  An  appraisal  of 
their  adequacy  is  very  difficult  because  the  extent  of  the  load  they  might  have  to  bear  is  uncer- 
tain. If  the  reserves  were  one  pool  instead  of  being  held  on  a  state  by  state  basis,  there  is  little 
doubt  that  they  would  be  sufficient,  under  present  benefit  provisions,  to  meet  a  large  increase 
in  unemployment.  For  example,  at  mid- 1952,  reserves  were  8.6%  of  annual  taxable  wages.     With 
contributions  continuing  to  flow  in  and  with  the  present  level  and  duration  of  the  weekly  benefit, 
the  reserve  would  probably  be  more  than  sufficient.  Indeed,  for  the  U.S.  as  a  whole  some  44%  of 
the  covered  workers  at  the  end  of  1951  could  have  been  paid  all  benefits  due  them  without  any 
addition  to  reserves. 


1  Annual  Report  of  the  Bureau  of  Employment  Security,    1952,  p.   104. 

2  Social  Security  Financing,  p.   178. 
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But  the  UC  fund  is  held  on  a  state  by  state  basis.  Some  states  have  very  large  reserves 
relative  to  payrolls  and  prospective  unemployment  loads,  while  the  reserves  of  others  are  quite 
low  in  view  of  their  possible  benefit  loads  as  industrial  states.  Rhode  Island's  reserves  in  mid- 
1952  were  3.4%  of  taxable  wages,  as  were  also  her  benefits.  The  ratio  of  reserves  to  taxable 
wages  was  4.2%  for  Massachusetts  and  5.8%  for  Delaware.  At  the  other  extreme  were  Montana, 
Kentucky,  and  Idaho,  with  ratios  of  13.3,  13.0,  and  12.3%  respectively. 

The  possibility  that  some  states  might  exhaust  their  reserves  in  the  postwar  transition  re- 
sulted in  the  passage  of  a  law  in  1944  providing  for  Federal  non-interest  bearing  loans  to 
states  threatened  with  inability  to  meet  benefit  payments.  This  law  expired  in  1951.  Currently, 
a  bill  has  passed  the  House  (H.R.  5173)  which  would  set  up  a  fund  for  making  repayable  ad- 
vances to  states  in  difficulty.  Any  excess  of  collections  from  the  0.3%  Federal  tax  over  the 
cost  of  administering  the  UC  program  would  be  put  into  this  "advance"  account  until  it  reached 
$200  million.  The  annual  amount  would  probably  be  around  $60-65  million.  When  the  fund  has 
$200  million  in  it,  the  excess  tax  collected  would  go  to  the  reserves  of  the  individual  states, 
where  it  would  be  available  for  benefit  payments.  For  a  state  to  get  an  advance,  reserves  must 
be  below  quarterly  benefits,  and  the  state  must  be  taxing  at  least  at  2.7%.  Repayment  of  the  ad- 
vance would  be  by  transfer  from  reserves,  or,  if  they  are  insufficient,  by  progressive  annual  re- 
ductions in  the  2.7%  credit  allowed  against  the  Federal  tax,  first  to  2.55%,  then  to  2.40%,  etc. 

The  fund  from  which  advances  can  be  made  is  limited  to  $200  million.  In  view  of  the  facts 
that  benefits  in  a  good  year  can  run  about  a  billion  dollars  and  that  state  reserves  cannot  be 
pooled,  it  may  seem  that  $200  million  is  a  small  amount  for  such  a  fund.  Aside  from  the  fact 
that  it  could  quickly  be  supplemented  by  the  Federal  government  if  need  be  (H.R.  5173  author- 
izes appropriation  of  Federal  funds  to  the  "advances"  fund  under  certain  conditions),   the 
present  system  has  an  automatic  brake  on  expenditures  for  benefits  because  of  exhaustion  of 
benefit  rights.  For  this  reason,  a  state's  reserve,  it  it  is  at  all  sizeable  relative  to  payrolls, 
can  probably  withstand  a  severe  period  of  unemployment  without  exhaustion.  As  of  December 
31,  1951  there  were  only  two  states  (Rhode  Island  and  Massachusetts)  whose  reserves  could 
pay  less  than  thirty  percent  of  covered  workers  all  benefits  due  them  without  additional  contri- 
buttons  to  reserves.     There  is,  of  course,  a  conflict  between  maintenance  of  fund  solvency 
through  exhaustion  of  benefits  and  the  anti-cyclical  effectiveness  of  UC. 


MAJOR  ISSUES 

The  problems  involved  in  a  decision  to  make  UC  a  more  effective  anti-cyclical  weapon 
may  be  divided  into  two  groups: 

1.  What  changes  are  required  if  the  effectiveness  of  UC  against  short-term  unemployment 
is  to  be  increased?  That  is,  what  changes  would  make  UC  more  effective  against  mild 


1  Annual  Report  of  the  Bureau  of  Employment  Security ,   1952,  p.   104 

2  Social  Security  Financing,  p.   178. 
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and  relatively  short  contractions  in  business  activity?  The  main  problems  here  are 
the  size  of  the  weekly  benefit  and  the  coverage  of  the  system. 

2.  If  greater  reliance  is  to  be  placed  on  UC  in  the  event  of  protracted  and  sizeable  un- 
employment, what  is  the  nature  of  the  changes  that  must  be  made  in  the  IIC  system? 
The  main  problems  here  are  those  of  duration  of  benefits  and  the  financial  provisions 
under  which  the  system  operates. 

Weekly  Benefit 

There  are  conflicting  considerations  involved  in  setting  the  level  of  benefits  that  render 
uncertain  any  recommendation  for  a  level  of  benefits  with  which  there  has  been  no  experience. 
Perhaps  the  most  that  can  be  suggested  with  assurance  is  that  past  levels  of  benefits  in  re- 
lation to  wages  have  not  been  so  high  as  to  produce  incentive  difficulties  on  an  extensive 
scale  in  normal  times,  particularly  for  workers  who  have  family  or  other  financial  responsibilities. 

By  the  criterion  of  the  relation  of  past  weekly  benefits  to  weekly  wages  (say  1939),  aver- 
age benefit  levels  could  be  about  a  fifth  higher  than  they  were  in  1953-  The  1953  benefit  levels 
of  most  states  are  lower  than  this  standard.  There  is  still  a  problem  of  laggard  states  (there 
are  seven  whose  average  benefit  is  less  than  30%  of  the  average  weekly  wage),  but  the  dis- 
persion of  these  ratios  is  less  than  it  was  in  1939- 

One  of  the  principal  reasons  for  this  decline  in  the  ratio  of  oenefits  to  wages  is  that  the 
percentage  of  beneficiaries  receiving  benefits  at  the  maximum  weekly  rate  is  now  about  double 
the  percentage  before  World  War  II.  If  the  pre-war  relationship  of  maximum  benefits  to  wages 
were  to  be  restored,  the  average  maximum  level  of  benefits  in  1953  would  have  to  be  raised 
about  45%.  This  figure  is  calculated  on  the  basis  of  gross  wages  and  would,  of  course,  be 
lower  if  based  on  take-home  pay  after  tax  and  other  deductions. 

The  question  of  dependents'  allowances,  to  be  added  to  the  regular  UC  benefit,  cannot  be 
handled  by  reference  to  pre-war  standards.  The  question  here  is  whether  it  is  desirable  to 
introduce  another  needs  element  into  the  IIC  system.  At  the  least,  the  UC  system  has  as  large 
an  element  of  need  in  it,  from  the  point  of  view  of  the  individual,  as  any  insurance  system. 
Apparently  it  is  the  view  of  some  that  this  much  of  the  needs  element  is  consistent  with  pro- 
motion of  self-reliance,  as  indeed  it  is,  but  that  introduction  of  dependents'  allowances  would 
introduce  a    different  and  more  serious  dependence  on  need.  But  the  present  system  already 
reflects  need  to  a  very  important  extent,  for  neither  the  weekly  amount  of  the  benefit  nor  its 
duration  is  proportionately  related  to  wages.  Hence  the  issue  raised  by  dependents'  allow- 
ances is  not  whether  a  different  kind  of  dependence  on  need  should  be  introduced.  The  sys- 
tem already  discriminates  in  favor  of  low  paid  workers  as  against  the  high  paid.  Should  it 
also  discriminate  in  favor  of  workers  with  dependents  as  against  those  without? 
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Coverage  of  the  System 

The  present  coverage  of  the  UC  system,  about  70%  of  wage  and  salary  workers,  could  easily 
be  extended,  but  an  attempt  at  100%  coverage  would  probably  encounter  administrative  difficulties. 

Many  states  have  found  it  possible  to  cover  workers  in  firms  with  less  than  eight  employees, 
and  it  seems  feasible  for  other  states  to  take  similar  action.  Arrangements  to  cover  the  em- 
ployees of  Federal,  state  and  local  governments  could  easily  be  made.  This  addition  would  not 
be  of  much  importance  for  the  anti-cyclical  effectiveness  of  UC,  because  the  cyclical  variation 
in  employment  of  government  workers  is  small.  For  Federal  workers,  at  least,  the  problem  is 
eased  by  the  privilege  of  not  taking  all  of  their  annual  leave  and  getting  paid  for  this  (up  to  a 
limited  amout)  on  separation.  For  certain  classes  of  government  workers,  however,  coverage 
under  UC  is  needed  and  would  be  valuable.  The  remaining  group  whose  coverage  would  create 
no  administrative  problems  is  the  employees  of  non-profit  organizations. 

Coverage  of  farm  hands  and  domestic  workers  would  bring  more  problems,  both  in  tax  en- 
forcement and  administration  of  benefits.  As  a  start  for  farm  workers,  one  possibility  is  the 
elimination  of  the  agricultural  exclusion  from  the  Federal  Tax  Act  so  that  farm  workers  on 
farms  with  eight  or  more  employees  would  be  covered. 

Duration  of  Benefits  and  Financing  Problems 

Although  UC  is  widely  and  correctly  regarded  as  a  major  weapon  against  small  reces- 
sions that  do  not  persist,  its  effectiveness  within  its  present  framework  is  definitely  limited 
in  the  case  of  longer  and  deeper  recessions.  In  the  first  place,  its  coverage  is  far  from  com- 
plete. Deficiencies  in  legal  coverage  can  be  remedied,  but  effective  coverage  would  still 
be  a  problem  because  of  insufficient  wage  credits  and  disqualifications.  Secondly,  benefits, 
when  paid,  average  about  a  third  of  the  weekly  wage.  Third,  even  in  a  good  year  like  1951 
a  fifth  of  the  beneficiaries  exhausted  their  benefits.  These  considerations  strongly  suggest 
that  UC  will  replace  only  a  comparatively  small  portion  of  lost  income. 

This  view  is  supported  by  some  preliminary  studies  at  the  National  Bureau  of  Economic 
Researcn  which  indicate  that  in  the  short  recessions  and  recoveries  of  labor  income  in  1945-46 
and  1948-50,  the  increase  in  UC  and  general  relief  offset  only  about  a  sixth  of  "lost"  labor 
income.  The  studies  also  suggest  that  in  1948-50  the  relative  offset  was  smaller  in  those 
states  experiencing  more  severe  declines  in  labor  income.     Clearly,  important  changes  are  re- 
quired if  it  is  decided  that  UC  be  effective  against  more  than  short-term  unemployment. 

So  far  as  severe  recessions  are  concerned,  the  problem  involved  in  the  duration  or  bene- 
fits is  the  relation  desired  between  UC  and  other  programs  for  taking  care  of  unemployed 
workers.  In  "normal"  times,  there  are  few  who  seriously  question  the  adequacy  of  present 
duration  maxima.  But  when  employment  opportunities  are  scarce  and  workers  are  exhausting 


1  Business  Cycle  Research  and  the  Needs  of  Our  Times    (33rd  annual  report  of  the  National  Bureau  of  Economic 
Research,  1953),  p.  27. 
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UC  benefits,  the  main  measures  available  are  general  relief  and  public  works  programs.  The 
question  is  whether,  in  such  circumstances,  it  would  be  desirable  to  extend  the  duration  of 
UC  benefits. 

The  answer  to  this  question  depends  in  part  on  the  rapidity  with  which  general  relief 
and  public  works  programs  can  be  put  into  operation  and  expanded.  Even  it  these  programs 
can  be  quickly  expanded,  however,  it  does  not  follow  that  UC  should  be  a  short-term  program. 
General  relief  can  be  contracted  rapidly,  but  it  is  more  difficult  to  cut  a  public  works  program. 
If  UC  is  set  up  as  a  short-term  program  to  be  followed  by  a  public  works  program,  if  necessary, 
it  may  happen  that  the  works  program  will  still  be  in  operation  when  the  problem  has  changed 
to  one  of  inflation  rather  than  deflation.  The  later  it  is  thought  a  public  works  program  should 
be  started,  probably  the  more  important  it  is  that  UC  be  more  than  a  short-term  program. 
Closely  related  to  these  problems  is  the  psychological  effect  of  actually  starting  a  sizeable 
general  relief  or  public  works  program.  Would  institution  of  these  programs  on  a  large  scale 
be  taken  by  investors  and  consumers  to  mean  that  the  business  contraction  will  be  long  and 
severe? 

If  it  is  decided  that  the  duration  of  benefits  should  be  lengthened  so  that  UC  is  a  longer- 
term  measure,  additional  questions  arise.  Should  advance  provision  be  made  for  extension  of 
duration?  If  yes,  should  duration  be  extended  now  or  should  provision  be  made  now  for  exten- 
sion of  duration  after  it  is  clear  that  a  contraction  is  developing?  If  it  is  decided  that  dura- 
tion is  to  be  extended,  by  what  method  should  it  be  done,  by  the  states  alone  without  any 
Federal  participation,  combined  Federal-state  action,  or  by  purely  Federal  action?  This  prob- 
lem is  also  involved  in  any  proposals  for  change  in  weekly  benefits  or  coverage.  Changes  in 
weekly  benefits  or  coverage  can  probably  be  left  to  the  individual  states  —  after  all,  the 
states  have  increased  benefits  and  extended  coverage  over  the  past  years.  But  a  sizeable 
extension  of  duration  would  raise  serious  financial  problems  with  which  the  $200  million  ad- 
vance that  may  be  set  up  under  H.R.  5173  could  not  cope. 

The  potentialities  of  the  financial  problem  are  such  that  it  is  unlikely  that  the  states 
alone  would  be  willing  substantially  to  extend  duration.  Probably  Federal  assumption  of  part 
or  all  of  the  extra  financial  burden  would  be  necessary  in  one  form  or  another.  One  possibility 
would  be  a  Federal  loan  or  grant  for  all  or  a  part  of  the  benefits  paid  beyond  durations  at 
present  in  state  laws  or  beyond  some  specified  period. 

Although  "nationalization"  of  the  UC  system  is  a  dead  issue,  the  question  of  the  degree 
of  Federal  or  state  control  is  not.  Any  proposal  that  would  increase  Federal  control  over  cur- 
rent provisions  of  state  UC  laws,  whether  directly  or  by  inducement,  would  encounter  opposi- 
tion from  a  number  of  groups.  A  proposal  that  would  leave  the  provisions  of  UC  laws  to  the 
states  and  would  bring  grants  or  loans  for  longer  benefits  only  when  a  serious  contraction  is 
threatening  might  secure  more  general  acceptance. 
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PUBLIC  WORKS  AND  ECONOMIC  STABILIZATION 

by 

ROBINSON   NEWCOMB 

Economic  Consultant 

The  idea  of  using  public  works  as  a  contra-cyclical  device  is  as  old  as  the  idea  that 
Government  should  act  at  times  to  support  public  well-being.  In  this  country  and  century, 
the  importance  of  construction  in  a  fluctuating  economy  was  emphasized  when  its  volume 
did  not  decline  with  the  general  decline  in  business  from  1920  to  1921.  The  idea  was  giv- 
en further  support  when  Hoover,  as  Secretary  of  Commerce,  in  response  to  Congressional 
encouragement,  made  it  one  of  his  first  orders  of  business  to  set  up  a  Division  of  Build- 
ing and  Housing  and  to  hold  a  conference  on  the  general  subject  in  1921. 

These  and  other  things  helped  to  encourage  the  view  in  the  '20's  that  construction 
could  be  a  useful  device  for  checking  a  decline  in  business.  When  the  depression  hit  in 
late  1929,  President  Hoover  set  up  an  ad  hoc  organization  under  Commissioner  Woods  and 
Julius  Barnes,  which  among  other  things  arranged  a  series  of  meetings  with  business  ex- 
ecutives and  with  State  and  local  officials  designed  to  stimulate  private  and  public  invest- 
ment. The  enterprise  was  successful  in  stimulating  both  utility  and  public  construction  in 
1930.  Some  categories  of  private  utility  construction  held  practically  constant   from  1929 
to  1930,  while  other  categories  such  as  railroad,  telephone,  and  telegraph  construction  went 
up,  in  large  part  as  a  result  of  President  Hoover's  action.     Public  construction  in  constant 
dollars  rose  over  20  per  cent  in  1929-30,  rose  slightly  again  from  1930  to  1931,  and  the  1932 
volume  was  higher  than  that  of  any  year  in  the  '20's,  including  1929. 

The  President's  program  unfortunately  was  designed  to  last  only  a  year.  Had  vigorous 
steps  been  taken  in  other  parts  of  the  economy,  this  public  works  support  might  have  been 
enough  to  help  check  the  decline.  But  the  necessary  other  steps  were  not  taken,  and  little 
was  done  about  construction  other  than  Federal  after  1930.  The  existing  supply  of  drawings 
and  specifications  was  soon  used  up,  new  ones  were  not  prepared,  and  the  bottom  of  the 
depression  found  us  with  very  little  in  the  way  of  plans  or  financing  for  an  effective  State 
and  local  public  works  program. 

Federal  construction  expenditures  in  contrast,  which  rose  by  a  third  in  1930,  by  75  per 


1  See  Report  of  the  Select  Committee  on  Reconstruction  and  Production,  Senate  Report  329,  66  Cong.  3rd  Session. 

2  Stabilizing  Construction,   A  Research  Study  for  the  Committee  for  Economic  Development,  published  by  the 
McGraw-Hill  Book  Company,   1952,  p.  284. 
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cent  in  1931,  and  by  100  per  cent  in  1932,  suggest  some  of  the  anti-cyclical  potentials  of  a 
public  works  program.  Their  rise  was  possible  because  the  Federal  Government  maintained 
a  backlog  of  plans.  The  Stabilization  Board,  created  during  the  Hoover  regime,  assembled 
lists  of  projects  in  which  the  Federal  Government  had  an  interest  and  rated  them  from  the 
standpoint  of  need,  material,  labor  requirements,  status  of  plans,  and  ownership  of  land. 
Federal  projects  were  therefore  ready  as  fast  as  funds  were  made  available. 

Federal  aid  expenditures,  on  the  other  hand,  which  required  the  cooperation  of  State  and 
local  governments,  at  least  a  minimum  of  preparation  for  construction,  including  ownership 
of  land  and  some  engineering  and  architectural  work  and  capacity  for  at  least  some  financing 
did  not  really  reach  sizeable  proportions  until  1934. They  did  not  reach  a  peak  until  1936, 
about  seven  years  after  the  onset  of  the  depression.  Most  of  the  increased  Federal  aid 
merely  replaced  State  and  local  financing.  Total  public  works  expenditures,  Federal,  State,  and 
local,  despite  increased  Federal  aid,  remained  below  1931  levels,  in  constant  dollars,  until 
1936.  Even  in  1936  the  total  was  only  a  sixth  higher  than  it  had  been  in  1931- 

A  good  part  of  the  difference  between  the  steady  growth  in  Federal  as  contrasted  with 
Federal  aid  expenditures  was  due  to  the  poor  status  of  planning  in  non-Federal  construction. 
Other  problems  which  will  be  discussed  later,  such  as  administrative  relationships  between 
Federal  and  other  jurisdictions,  fiscal  resources  and  legal  relationships  and  limitations, 
also  helped  to  make  the  rise  more  difficult  in  non-Federal  and  in  Federal  aid  than  in  direct 
Federal  expenditures.  But  had  a  good  reservoir  of  well-planned  State  and  local  projects  been 
maintained  in  the  early  '30's,  this  type  of  construction  could  have  reached  volume  proportions 
well  before  1936.  Adequate  plans  were  not  produced  and  fiscal  and  legal  problems  were  not 
attacked  promptly,  so  State  and  local   public  works  lagged  after  1932. 

Despite  the  failure  of  public  works  to  prevent  or  bring  us  out  of  a  depression  in  the  '30's, 
many  economists  have  held  that  public  investment,  if  courageously  handled,  could  be  very 
effective  in  preventing  recessions.  They  argue  that  the  failure  in  the  '30's  was  due  in  part 
to  too  little  too  late.     Others  have  felt  that  the  failure  of  public  works  in  the  '30's  was  due  to 
more  basic  causes,  to  administrative  and  fiscal  difficulties  that  will  inevitably  result  in  too 
little  too  late  any  time  the  experiment  is  repeated.  This  memorandum  examines  the  current 
possibilities  and  endeavors  to  discover  whether  today's  technical  and  political  problems  are 
such  as  to  doom  any  effort  to  use  public  works  as  a  contra-cyclical  tool.  It  tries  to  see 
whether  public  works  will  inevitably  be  too  little  or  too  late,  or  whether  conditions  have 
changed  enough  to  warrant  a  belief  that  the  instrument  can  be  used  promptly  enough  and  on 
a  large  enough  scale  to  be  of  significant  value.  The  general  conclusion  reached  is  that  the 
problems  are  soluble,  if  they  are  attacked  in  advance,  and  that  public  works  can  perform  the 
tasks  they  will  be  assigned.  If,  on  the  other  hand,  we  try  to  create  anti-cyclical  public  works 
machinery  after  a  depression  hits  us,  we  will  repeat  the  frustrations  and  delays  of  the  '30's, 
and  encounter  some  new  ones  too. 


1  See  Public  Investment  and  Full  Employment,  International  Labor  Office,   1946,  and  Jacob  Marschak,    A  Cross 
Section  of  Business  Cycle  Discussion,  American  Economic  Review,  June   1945,  p.  77. 
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Today's  Political  Premises  are  Quite  Different  from  those  of  1930.  In  appraising  the  pos- 
sibilities as  of  today,  the  first  thing  to  note  is  that  public  works  will  not  be  asked  to  pull  us 
out  of  a  depression  of  the  depth  of  the  '30's  all  by  itself.  The  Congress,  in  th'e  Employment 
Act  of  1946,  accepted  for  the  Federal  Government  the  responsibility  for  preventing  a  repeti- 
tion of  the  '30's.  This  responsibility  was  accepted  in  bi-partisan  fashion.  A  majority  of  both 
the  Republicans  and  the  Democrats  in  the  Congress  voted  for  this  act.  And  President  Eisen- 
hower in  his  Inauguration  address  in  1953  emphasized  again  for  the  Republican  Party  as  well 
as  for  the  Federal  Government  that  another  deep  depression  will  not  be  permitted. 

Neither  President  Hoover  nor  the  Congress  accepted  a  philosophy  of  general  Governmental 
responsibility  for  employment  in  1929.  Balancing  the  budget  so  as  to  provide  confidence  in  the 
currency,  encouragement  of  investment  on  the  part  of  both  Government  and  private  industry, 
and  the  making  of  some  additions  to  the  list  of  financial  instruments,  such  as  creating  the 
Reconstruction  Finance  Corporation  and  the  Home  Loan  Bank  Board,  were  about  all  that 
either  Democrats  or  Republicans  thought  the  Federal  Government  should  do  in  1929-1930.  But 
today  the  story  is  entirely  different. 

This  revolution  in  economic  and  political  thinking  is  now  an  accomplished  fact  in  our 
society,  and  many  devices  besides  public  works  will  be  used  to  implement  it.  The  Federal 
budget  is  a  much  larger  proportion  of  the  economy,  for  instance,  and  this  budget  itself  can 
be  an  anti-cyclical  tool.  Agricultural  income,  which  dropped  precipitously  in  the  '30's,  will 
not  drop  in  such  fashion  again.  The  contribution  of  these  two  segments  alone  accounts  for  about 
30  per  cent  of  the  total  economy,  and  they  can  be  a  large  stabilizing  influence  by  themselves. 
In  other  segments  too,  we  have  stabilizers  which  will  be  more  effective  than  they  were  25 
years  ago.  We  have  insurance  devices  to  support  investment  in  housing  and  tax  adjustment 
devices  to  encourage  business  investment,  as  well  as  many  social  security  devices  which 
were  virtually  unknown  25  years  ago.  And  in  addition,  as  is  discussed  in  another  memorandum, 
private  industry  is  more  conscious  of  its  anti-cyclical  responsibilities,  and  has  some  tools  of 
its  own.  As  a  result,  if  a  depression  appears  inevitable,  many  devices,  of  which  public  works 
is  but  one,  will  be  used.  Public  works  will  have  a  smaller  burden  to  carry  than  it  had  in  1929. 

Public  works  will  have  a  limited  objective.   It  will  be  called  upon,   if  it  is  necessary  to 
call  upon  it  at  all,  only  to  help  support  expenditures  in  the  construction  industry,  and  for  a 
relatively  small  number  of  years.  This  is  a  more  feasible  contracyclical  mission  than  was 
sometimes  assigned  to  the  industry  in  the  '30's. 

Standards  for  Using  Public  Works  Contra-cyclically.  In  order  to  examine  the  feasibility  of 
even  this  more  limited  objective  we  must  decide  on  the  standards  that  should  be  followed  in 
executing  any  program.  It  would  appear  that  public  works  can  and  should  be  used  as  an  anti- 
cyclical  device  if  (1)  private  demand  for  construction  is  declining  seriously  at  a  time  when 
the  economy  as  a  whole  is  faltering  and  likely  to  continue  to  falter,  and  (2)  if  there  is  a  back- 
log of  needed  public  projects  which  the  construction  industry  can  provide  efficiently  and 
economically.  The  types  of  needed  construction  which  will  give  the  most  stimulus  to  the 
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economy  by  stimulating  private  investment  or  consumption  should  be  given  preference  over 
construction  which  is  socially  desirable,   but  will  have  no  immediate  secondary  effects. 

If  private  construction  is  declining,  but  the  economy  as  a  whole  is  getting  along  fairly 
well,  public  works  should  not  be  used  as  a  contra-cyclical  device.  A  decline  in  construction 
under  these  conditions  could  mean  that  construction  was  over-priced,  was  building  for  the 
wrong  markets  or  was  approaching  saturation  in  the  markets  for  which  it  was  building  at  the 
prices  which  it  was  charging.  Under  such  conditions,  the  construction  industry  might  de- 
velop the  economies  needed  and  adapt  its  marketing  practices  more  successfully  without 
than  with  government  intervention.  Public  works  should  not  be  used  as  a  device  to  support 
prices  or  volume  for  the  private  construction  industry. 

If  construction  drops,  and  the  economy  as  a  whole  is  declining  too,  the  story  may  be 
different.  Private  construction  may  be  dropping  because  the  weakened  economy  cannot  sup- 
port the  volume  that  a  strong  economy  would  support.  Under  such  circumstances,  if  the  Gov- 
ernment is  taking  steps  to   reinforce  other  sections  of  the  economy,  it  may  ordinarily  be 
expected  to  find  that  its  program  for  the  economy  as  a  whole  would  be  improved  and  results 
speeded  by  increasing  the  volume  of  wisely  selected  construction.  In  starting  an  anti- 
cyclical  public  works  program  under  such  conditions,  however,  the  Government  would  want 
to  plan  its  operation  so  as  not  to  support  any  rigidities  in  the  construction  industry  which 
might  be  discouraging  recovery  of  the  industry  itself.  This  would  suggest  that  it  supports 
most  categories  of  public  works  at  lower  levels  than  the  various  segments  of  the  construc- 
tion industry  can  handle  efficiently.  Such  a  policy  would  encourage  the  industry  to  cut  costs 
and  improve  its  market  position  and  marketing  practices. 

Care  will  be  required  to  selecting  categories  of  construction  to  support.  Private  con- 
struction as  a  whole,  and  the  economy  as  a  whole,  may  be  declining,  but  some  segments  of 
construction  may  be  going  at  relatively  good  rates.  Any  expansion  of  public  works  in  such 
categories  should  accordingly  be  handled  very  gingerly.  Public  works  programs  should  not 
,/i     be  designed  to  relieve  unemployment  in  one  segment  of  the  economy  by  creating  overtime  in 
another.  This  might  mean  that  maintenance  work  might  be  expanded  more  than  new  construc- 
tion work,  for  instance,  or  that  grading,  and  other  types  of  construction  common  to  many 
categories  of  engineering  activities  might  be  pushed  more  than  large  bridge-building  pro- 
jects for  which  capacity  is  more  limited. 

This  problem  is  not  as  acute  for  the  types  of  public  construction  which  used  the  same 
categories  of  firms  and  worker  skills  that  are  used  in  private  work.  For  instance,  school 
building  takes  the  same  types  of  skills  that  are  used  in  building  apartment  houses  and  many 
types  of  commercial  buildings.  Inasmuch  as  private  building  in  the  categories  using  firms 
competent  to  handle   school  building  tends  to  run  three  times  or  more  the  volume  of  school 
construction,  every  decline  of  1  per  cent  in  private  non-residential  building  might  release 


1  This  problem  was  discussed  in  Miles  Colean  and  Robinson  Newcomb,  Stabilizing  Construction,   App.  Z 
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technical  capacity  adequate  to  permit  an  increase  of  about  3  per  cent  in  school  construction. 
The  limitations  on  expansion  of  school  construction  might  tend  to  be  administrative,  fiscal, 
and  social  rather  than  technical. 

To  summarize  this  first  major  qualification,  public  works  should  be  expanded  only  if 
both  the  economy  and  the  construction  industry  are  declining,  and  only  in  such  fashion  as  to 
utilize  capacity  which  is  not  being  efficiently  used  at  the  time. 

Backlog  of  Needs.  The  second  major  qualification  to  the  use  of  public  works  for  stabilizing 
purposes  —  that  we  should  build  nothing  which  is  not  really  needed  —  is  not  over-all  limitation 
in  fact,  even  if  it  is  in  theory,  but  it  is  a  fairly  fine  screen  for  specific  projects.  The  backlogs 
of  needed  schools,  highways,  sewers,  water,  hospital,  and  other  facilities  are  so  great  that 
no  foreseeable  public  works  program  will  catch  up  to  them. 

Highways.  The  biggest  backlog  of  need,  dollar-wise,  is  in  new  highway  facilities.  Esti- 
mates on  the  backlog  of  current  need  are  in  excess  of  $40  billion.  To  take  care  of  this  over  a 
ten-year  period  would  cost  $4  billion  a  year.  In  the  meantime,  highways  would  be  wearing  out 
at  the  rate  of  about  $1.5  billion  a  year,  and  traffic  might  be  growing  at  a  rate  which  could  use 
$2.5  to  $3.5  billion  of  new  highways  per  year.  Maintenance  costs  would  exceed  $1  billion  a 
year,  making  the  total  annual  outlay  needed  to  eliminate  current  congestion  and  take  care  of 
traffic  growth  possibly  $8  to  $9  billion  at  current  prices.  This  would  require  an  expenditure 
for  the  next  decade  of  $80  billion  or  more.  Current  expenditures  are  running  in  the  neighbor- 
hood of  $3.5  billion  for  new  construction  and  $1.5  billion  for  maintenance,  making  a  total  of 
about  $5  billion.  To  provide  an  adequate  system  during  the  next  decade  we  could  increase 
this  rate  by  60  per  cent.  While  this  may  seem  high,  it  is  worth  noting  we  are  spending  only 
about  40  per  cent  as  much  on  highways  for  each  increase  in  vehicle  miles  travelled  as  we  did 
in  the  '20's.  If  we  were  to  do  as  much  to  provide  for  additional  traffic  today  as  we  did  30 
years  ago,  annual  expenditures  would  be  in  the  neighborhood  of  $9  billion. 

-j 
Schools.  The  next  largest  State  and  local  backlog  is  for  schools.  It  has  been  estimated 

that  approximately  10  million  pupils  now  have  inadequate  school  facilities,  and  that  the  re- 
quired construction  of  public  and  private  elementary  and  secondary  schools  to  erase  this 
need  would  come  to  over  12  billion  dollars.  Elementary  and  secondary  school  enrollments 
over  the  next  four  years  will  grow  about  1.5  million  a  year,  which,  together  with  normal  re- 
placement of  obsolete  schools,  would  add  an  annual  construction  requirement  of  about  3 
billion  dollars.  A  total  annual  expenditure  of  4.5  billion  dollars  would  therefore  be  neces- 
sary to  meet  such  needs  and  to  eliminate  the  reported  backlog  of  such  school  facilities 
within  possibly  8  years.  Even  if  the  needs  are  less  than  reported,  they  are  huge. 

The  backlog  for  college  and  university  construction  is  reported  to  be  in  the  neighbor- 
hood of  6  billion  dollars.  About  2%  million  students  are  now  enrolled  in  institutions  of  higher 


1  See  Highways,  Dollars  and  Sense.  American  Highways,  October  1952,  p.  6, 

2  See  Report  of  the  States  Phase  of  the  School  Facilities  Survey,    U.S.  Dept.  of  HEW,  Dec.   1953. 
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education,  and  by  I960  the  number  may  approximate  3  million.  If  the  construction  backlog 
were  worked  off  over  a  period  of  10  years,  and  the  additional  facilities  required  for  current 
growth  in  enrollment  were  put  in  place,  the  expenditure  would  average  about  1%  billion  dol- 
lars per  year.  By  adding  this  figure  to  that  for  primary  and  secondary  school  structure,  we 
get  an  estimate  of  about  6  billion  dollars  per  year  for  school  construction,  which  compares 
with  a  current  rate  of  about  2.5  billion  dollars. 

This  particular  backlog  of  need  should  be  given  a  high  priority,  and  be  taken  care  of 
promptly.  Children  not  properly  housed  today  cannot  be  put  in  cold  storage  and  given  a  good 
education  in  facilities  built  five  or  ten  years  hence.  We  are  currently  spending  at  a  rate  of 
between  $1.5  and  $2  billion  a  year. 

Hospitals.  Hospitals  represent  another  large  potential  market  for  construction.  According 
to  the  state  hospital  plans  approved  under  the  Hill-Burton  Act,  there  was  a  shortage  on  Janu- 
ary 1,  1953  of  about  730,000  hospital  beds  and  of  between  1400  and  1500  auxiliary  health  center 
units.  It  may  be  somewhat  easier  to  set  standards  for  highways  and  for  schools  than  for  hospi- 
tals. If  we  build  additional  highways,  we  know  we  have  the  cars  to  use  them.  If  we  provide  ad- 
ditional school  rooms,  the  youngsters  are  already  there  and  waiting  to  fill  them.  But  if  we  were 
to  provide  the  730,000  hospital  beds  that  surveys  indicate  we  need,  we  might  not  be  able  to 
staff  them  adequately  with  either  doctors  or  nurses.  In  addition,  the  medical  profession  is 
making  progress  in  prevention  of  disease,  which  may  reduce  the  number  of  beds  needed  in  the 
future.   And  new  methods  of  treating  disease  are  cutting  down  the  number  of  bed  days  per 
patient.  The  increased  use  of  out-patient  clinics  and  of  home  treatment  also  is  cutting  down 
the  time  required  per  sickness  or  accident  case  in  hospitals.  On  the  other  hand,  we  are  not 
making  comparable  strides  in  treating  mental  health  and  the  standards  for  tuberculosis  hospi- 
tals are  subject  to  question. 

If  the  standards  set  up  under  the  Hill-Burton  Act  were  to  be  adhered  to  and  the  backlog 
of  hospital  needs  met  by  1965,  and  the  needs  of  the  increase  in  the  population  were  to  be 
taken  care  of  too,  it  would  be  necessary  to  spend  about  $1%  billion  a  year  between  now  and 
1965-  We  are  currently  spending  about  6  billion  dollars. 

Sewer  and  Water  .  The  accumulated  requirements  of  local  water  and  sewerage  facilities 
are  impressive.  To  eliminate  the  backlog  of  water  facilities  within  five  years,  and  also  pro- 
vide for  current  growth  of  population,  annual  expenditures  would  have  to  come  to  about  1.2 
billion  dollars,  compared  with  a  current  rate  of  0.5  billion.  Even  more  serious  is  the  shortage 
of  sewers  and  industrial  waste  facilities,  the  capacity  of  which  has  not  kept  pace  with  the 
rapid  urban  growth  of  the  last  decade.  To  meet  these  requirements  within  five  years,  as  well 
as  to  provide  for  current  growth,  annual  expenditures  of  1.8  billion  dollars  are  necessary, 
which  compares  with  a  current  rate  of  about  0.6  billion.  The  needs  for  slum  clearance  and 
urban  renewal,  also  add  materially  to  the  potential  volume  of  local  construction  activity. 


1  See  Statistical  Summary  of  Water  Supply  and  Treatment  Practices  in  the  U.S.  Public  Health  Service  Publ. 
No.  301,  U.S.  Government  Printing  Office.  1953- 
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However  cold-blooded  the  pruning  of  such  figures  as  these,  almost  any  requirement 
levels  developed  would  be  far  above  the  levels  that  will  be  met  by  any  immediately  foresee- 
able public  works  program.  So  society  would  benefit  from  the  facilities  added  in  any  anti- 
cyclical  program,  both  through  the  strengthening  of  the  economy  as  a  whole  and  as  a  result 
of  the  support  to  the  construction  industry  which  the  building  of  these  facilities  would  give. 

Highways,  of  all  these  badly  needed  facilities,  will  probably  provide  the  greatest  needed 
support  through  its  stimulus  to  the  economy.  The  building  of  good  roads  stimulates  traffic  and 
thereby  increases  the  consumption  of  fuel  and  oil  and  the  use  of  automobiles.  It  also  has 
very  quick  secondary  effects  in  stimulating  investment  and  residential  construction.  To  the 
extent  that  the  highway  contracting  industry  can  be  expanded  without  impairing  its  efficiency, 
an  anti-cyclical  public  works  program  should  therefore  give  high  preference  to  highway  pro- 
grams. 

Because  the  backlog  of  needs  for  all  these  types  of  facilities  is  so  great,  including  a 
backlog  for  need  of  highways,  the  real  problems  of  an  anti-cyclical  program  become  admini- 
strative, legislative,  and  fiscal.  They  are  problems  arising  from  securing  adequate  plans  and 
financing,  and  from  the  relationships  between  Federal,  State,  and  local  governments  rather 
than  technical  problems  of  what  should  be  built  where. 


AN  ILLUSTRATIVE  TABLE  OF  BACKLOGS  OF  SELECTED  NEEDED  PUBLIC  WORKS,1 
COVERING  ABOUT  75  PER  CENT  OF  CURRENT  PUBLIC  CONSTRUCTION  ACTIVITY 
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Federal  Government  in  Relatively  Good  Position.  The  Federal  Government  was  well  enough 
prepared  in  1929  with  plans  and  other  resources  to  enable  direct  Federal  construction  expendi- 

1  Military,  residential,  and  slum  clearance  construction  backlogs  are  not  included.  Conservation  and  development 
estimates  were  omitted,  as  this  category  includes  a  high  proportion  of  large  engineering  projects  which  should 
be  built  with  little  reference  to  cycles.  Administrative,  recreational,  penal,  and  a  few  other  building  categories 
were  not  included,  as  the  size  of  backlog  already  shown  was  great  enough  to  establish  the  point  of  the  memoran- 
dum that  backlogs  are  far  greater  than  are  likely  to  be  satisfied  by  any  foreseeable  anti-cyclical  public  works 
program. 

2  At  total  public  construction  rate  suggested  in  the  text. 

3  A  nominal  figure.  There  is  no  current  reporting  of  this  category. 
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tures  to  rise  very  appreciably  and  steadily.  Today  it  is  in  even  better  condition  with  respect 
to  advanced  planning  and  willingness  to  spend  funds  if  necessary  than  it  was  25  years  ago.  It 
is  now  operating  under  a  continuously  revised  six-year  plan.  This  six-year  plan  evolved  out  of 
the  lessons  of  the  depression.  It  was  set  up  by  a  Presidential  directive     which  requires  Feder- 
al agencies  to  map  out  plans  for  six  years  in  advance,  assign  priorities,  and  submit  proposals 
to  the  Budget  Bureau  each  year,  indicating  among  other  things  which  of  these  projects  they 
wish  to  start  in  any  given  year,  how  fast  they  wish  to  push  the  project  to  be  built,  how  much 
the  land  and  the  construction  will  cost,  and  what  the  status  of  authorization,  funds,  and 
plans  may  be.  Despite  the  vicissitudes  of  war  and  postwar  periods,  the  directive  is  still  in 
effect  and  is  being  increasingly  enforced  with  effectiveness. 

This  directive  has  caused  various  departments  to  develop  long-range  perspectives  and 
to  select  the' most  important  and  the  most  urgent  from  among  the  many  proposed  jobs.  It  has 
also  given  the  Budget  Bureau  a  much  better  opportunity  to  analyze  proposed  projects,  to 
weed  out  the  less  important  and  assist  in  the  prosecution  of  those  deemed  most  valuable. 
The  device  has  been  in  use  about  fifteen  years  and  is  now  well  integrated  into  departmental 
thinking  and  budget  operations.  The  Federal  Government  therefore  can  move  in  a  contra- 
cyclical  fashion  much  more  effectively  than  it  did  in  1929  not  only  because  it  has  more  projects 
but  also  because  it  knows  more  about  them  and  their  relative  importance,  and  has  their  plan- 
ning under  better  control. 

The  potentials  of  this  Federal  public  works  six-year  reservoir  have  been  tested  on  paper 
more  than  once  since  1945-  Shortly  before  the  end  of  World  War  II,  at  the  request  of  Mr.  Byrnes, 
a  study  was  made  of  the  size  and  character  of  the  Federal  works  reservoir.  This  was  a  pre- 
cautionary step,  taken  in  case  there  should  be  a  downturn  in  1946  or  later.  This  study  helped 
train  personnel  in  the  departments  and  in  the  Bureau  of  the  Budget,  and  gave  valuable  experi- 
ence on  how  such  an  operation  would  have  to  be  carried  out  should  the  need  ever  arise.  The 
study  indicated,  moreover,  that  at  that  time  there  was  an  adequate  backlog  of  jobs  and  that 
the  process  of  translating  these  jobs  from  blueprints  to  on-site  employment  was  feasible  and 
the  problems  were  understood. 

A  somewhat  similar,  though  less  elaborate,  study  was  made  by  the  staff  of  the  Council 
of  Economic  Advisers  in  1948-49-  This  study  too  revealed  a  sizeable  backlog  of  Federal 
jobs,  whose  plans  were  in  such  a  state  that  they  could  be  used  promptly  for  anti-cyclical 
purposes.  Another  study  was  made  for  Dr.  Burns,  economic  adviser  to  the  President,  in  1953. 
This  study  also  found  a  large  backlog  of  desirable  projects  and  indicated  that  the  mechanisms 
for  translating  blueprints  into  employment  were  available  and  understood.  It  showed  that 
Federal  expenditures  could  be  expanded  by  about  a  third  or  more  in  a  year.  And  it  too  brought 
out  that  there  was  an  understanding  of  the  political  as  well  as  of  the  administrative  problems 
inherent  in  the  operation  of  a  Federal  contra-cyclical  program. 


1  The  operation  is  currently  under  Executive  Order  9384. 
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IXhile  these  studies  showed  that  the  principal  problems  are  still,  as  they  were  in  1929, 
related  to  State  and  local  rather  than  Federal  construction,  they  showed  possibilities  for 
further  improvement  in  the  six-year  Federal  programming  operations.  These  improvements 
would  make  it  possible  to  speed  up  anti-cyclical  work  even  more  rapidly  than  the  30  per  cent 
within  one  year  that  had  been  possible.  And  they  would  help  improve  the  quality  of  the  pro- 
jects chosen  for  the  program.  These  improvements  are  being  incorporated  into  the  Budget 
process. 

The  work  that  was  done  in  the  field  of  Federal  anti-cyclical  construction  possibilities 
during  these  three  studies  mentioned  showed  among  other  things  that  projects  can  now  be 
much  better  selected  from  the  standpoint  of  their  desired  impact  on  the  economy  than  was 
formerly  the  case.  Many  types  of  Federal  engineering  projects  are  adaptable  to  rapid  start- 
ing and  stopping  and  to  employment  of  local  labor.  Levee  work,  for  instance,  can  be  broken 
down  into  short  lengths,  and  several  small  rather  than  one  large  contract  can  be  let.  The 
same  is  true  of  direct  Federal  highway  construction  on  Federal  property.  Work  on  Federal 
parks,  or  other  similar  Federal  property,  also  can  be  started  in  a  hurry.  Such  properties  are 
scattered  surprisingly  widely,  and  plans  are  in  such  shape  that  work  could  be  gotten  under 
way  rapidly.  'And  repair  work  on  Federally  owned  buildings,  as  well  as  construction  on  new 
Federal  buildings,  could  be  started  quickly. 

This  is  not  true  of  the  large  engineering  projects  of  the  Federal  Government,  primarily 
projects  being  built  for  the  Bureau  of  Reclamation  and  the  Corps  of  Engineers.  Heavy  engineer- 
ing work  requires  large  amounts  of  heavy  construction  equipment,  and  the  large  power  in- 
stallations require  heavy  turbines  and  generators.  Such  heavy  engineering  work  cannot  be 
started  or  stopped  readily,  nor  can  most  of  it  be  accelerated  easily.  It  should  be  maintained 
at  a  relatively  steady  rate  at  all  times.  We  should  not  create  cycles  in  this  industry  to  counter 
cycles  in  other  industries. 

Military  construction,  on  the  other  hand,  offers  a  field  for  large-scale  and  prompt  expan- 
sion. What  would  actually  be  done  in  this  category  at  any  particular  time  would  of  course 
depend  upon  how  much  of  the  programmed  volume  had  been  put  in  place  before  any  anti-cycli- 
cal action  was  initiated,  upon  how  seriously  the  danger  of  attack  was  viewed  at  the  time, 
and  upon  the  relative  urgency  of  other  programs.  The  potentials  are  high. 

There  are  many  small  needed  Federal  projects,  and  many  modernization  and  repair  jobs 
which  could  be  started  promptly  in  widely  scattered  areas;  and  there  are  many  large  jobs 
for  which  a  strong  case  can  be  made.  A  recent  study  indicates  that  work  on  needed  non- 
military  Federal  projects  could  be  increased  from  an  annual  rate  of  about  $2.5  billion  to 
about  $3.5  billion  in  about  one  year.  Military  construction  could  be  expanded  in  a  similar 
proportion,  so  that  total  Federal  construction  could  be  increased  by  an  annual  rate  of  $1.5 
billion  or  more. 
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State  and  Local  Problems.  Once  Congress  appropriates  money,  needed  Federal  construc- 
tion can  get  under  way  in  a  hurry.  But  some  of  the  problems,  principally  maintenance  of  ade- 
quate plans  and  of  adequate  financing  once  trouble  develops,  are  more  difficult  for  State  and 
local  governments.  Some  of  the  problems  would  be  manageable  at  the  outset,  but  would  not  be 
manageable  long.  For  instance,  there  appears  to  be  a  large  backlog  of  plans  on  hand  today. 
But  it  is  one  thing  to  have  plans  at  the  beginning  of  a  depression,  quite  another  to  have  them 
a  year  later. 

Maintaining  Reservoir  Plans.    The  maintenance  of  an  adequate  reservoir  of  plans  after 
trouble  hits  is  likely  to  be  a  more  difficult  task  than  it  was  in  1929-  At  that  time  there  was 
no  long  tradition  of  Federal  aid.  Non-Federal  jurisdictions  were  willing  to  put  up  their  own 
funds  to  plan   and  to  build,  and  under  Federal  leadership  the  physical  volume  of  non-Federal 
construction  was  actually  higher  in  both  1930  and  1931  than  it  was  even  in  1929-  But  now 
the  story  is  different.  If  trouble  comes,  non-Federal  jurisdictions  will  expect  Federal  assis- 
tance. And  they  are  likely  to  hesitate  to  find  funds  for  continuing  their  preparation  of  draw- 
ings and  specifications  without  it. 

At  least  two  important  developments  which  have  occurred  since  1929  will  make  one  as- 
pect of  the  task  of  encouraging  non-Federal  construction  simpler  than  it  was  in  the  '30's, 
though  the  task  as  a  whole  may  be  more  difficult.  The  first  is  the  development  of  capital 
budgets.  Such  budgets,  which  many  cities  and  states  now  use,  make  it  possible  to  schedule 
projects  well  in  advance.  And  they  facilitate  the  comparison  of  future  demand  for  funds  with 
future  sources  of  funds.  Such  budgets  are  excellent  for  normal  operations.  They  will  be  even 
more  useful  in  an  emergency  as  they  will  assist  in  the  development  of  local  priority  lists  which, 
like  the  Federal  Government's  six-year  program,  will  make  it  easier  to  expedite  action  as 
needed,  with  assurance  that  projects  being  pushed  are  the  more  important  projects.  They  will 
make  it  easier  to  expand  operations  when  the  need  arises,  and  in  the  process  they  reduce  the 
risk  of  building  the  wrong  facilities  at  the  wrong  place. 

The  increased  number  and  competence  of  metropolitan  and  city  planning  techniques  and 
staffs  is  a  second  helpful  development,  which  makes  it  easier  to  select  the  right  project  and 
the  right  place,  and  which  will  facilitate  a  rapid  but  orderly  execution  of  any  anti-cyclical 
public  works  program. 

While  these  two  developments  will  facilitate  the  wise  selection  of  projects,  they  will 
not  insure  the  provision  of  funds  for  the  preparation  of  the  drawings  and  specifications  neces- 
sary to  an  operating  program.  There  is  now  no  mechanism  for  insuring  a  continuous  flow  of 
planning  by  State  and  local  jurisdictions,  once  a  recession  hits.  The  first  appropriation  a 
city  is  likely  to  cut  is  its  appropriation  for  architectural  and  engineering  work  on  proposed 
new  projects.  We  need  a  device  to  insure  the  continuity  of  planning  during  financial  hard  times. 


1  The  McGraw-Hill  listing  of  backlogs  gives  the  State  and  local  government  backlogs  as  about  2'4  times  that  of 
the  Federal  Government.  The  relationship  of  State  and  local  construction  activity  to  Federal  activity  is  of 
about  this  same  magnitude.  A  recent  study  by  the  Municipal  Finance  Officers  Association  indicated  that  some 
140  cities  had  plans  for  over  5  billion  dollars  of  construction. 
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Past  Experience  in  Federal  Help  for  Planning.   The  experience  of  the  Federal  Govern- 
ment in  supporting  State  and  local  planning  activities  after  World  War  II  is  of  value  in  this 
connection.  The  Federal  Government  arranged  at  the  end  of  World  War  II,  and  again  in  1949, 
for  interest-free  loans  to  enable  State  and  local  governments  to  prepare  plans  in  advance  of 
need.  These  loans  were  to  be  repaid  when  and  if  drawings  and  specifications  were  trans- 
lated into  actual  construction.  The  program  was  to  operate  under  the  principle  that  no  loans 
would  be  advanced  unless  the  projects  were  to  be  started  within  three  years  and  unless 
permanent  financing  was  in  sight.   These  limitations  were  designed  to  discourage  the  use 
of  Federal  funds  to  prepare  drawings  and  specifications  for  projects  which  were  largely 
wishful  thinking  on  the  part  of  local  officials.  Many  pitfalls  were  found  in  the  handling  of 
this  program  and  much  was  learned.  The  work  could  be  carried  out  more  effectively  and  more 
cheaply  now.  The  idea  back  of  this  Federal  aid  program  was  good  and  it  should  be  revived 
as  an  insurance  measure. 

It  would  be  very  reassuring  if  we  knew  that  once  a  need  arose  we  could  set  up  an  office 
to  advance  funds  for  planning  purposes,  and  that  any  jurisdiction  needing  funds  would  im- 
mediately come  in  with  properly  prepared  applications  for  assistance  on  desirable  projects 
only.  But  things  do  not  work  that  way.  It  takes  a  long  time  to  get  a  new  organization  to  func- 
tion when  its  main  task  is  that  of  working  with  thousands  of  other  organizations.  It  takes 
time  to  get  good  personal  and  official  relationships  established.  It  takes  time  to  get  stand- 
ards understood.  It  takes  time  to  get  the  mere  mechanics  to  function. 

The  revival  of  the  aid  for  advance  planning  which  was  formerly  given  by  the  Federal 
Works  Agency  therefore  would  not  mean  that  many  dollars  would  be  loaned  in  the  year  1954, 
or  1955,  but  it  would  mean  that  should  the  occasion  arise  funds  could  be  made  available  in 
a  hurry,  when  they  were  needed  for  desirable  projects.  It  might  mean  one  dollar  for  a  good 
project  in  time,  not  two  and  three  dollars  for  less  desirable  projects  later. 

State  and  Local  Financing.   Of  the  two  main  non-Federal  problems  which  interfered  with 
a  vigorous  program  during  the  '30' s,  lack  of  plans  and  lack  of  financing,  the  lack  of  plans 
is  the  simpler  to  remedy.  Financing  will  be  much  more  difficult  to  handle.  Basic  steps  must 
be  taken  in  advance  of  any  emergency  if  State  and  local  expenditures  are  to  be  increased 
promptly  in  the  desired  directions,  once  the  decision  has  been  made  that  the  time  for  action 
has  come.   This  is  true  particularly  of  matters  involving  intergovernmental  relationships. 
Administrative  and  fiscal  relationships  between  Federal  and  State,  Federal  and  local,  and 
State  and  local  governments  are  always  touchy.  Long  delays  will  result  if  decisions  must 
be  reached  as  to  how  to  handle  these  touchy  relationships  after  the  time  to  handle  them  has 
come. 

One  of  the  most  important  matters  to  determine  is  the  capacity  of  State  and  local  govern- 
ments to  finance  construction  in  a  minor  depression.  A  detailed  examination  of  the  capital 
budgets  of  the  States  and  local  jurisdictions  which  have  them  should  be  made  to  enable 
judgments  to  be  formed  as  to  the  proportion  of  the  proposed  new  facilities  which  can  be 
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financed  through  self-liquidating  devices.  Studies  should  be  made  of  how  much  can  be  financed 
through  taxes  and  other  income  sources  and  how  much  will  have  to  be  financed  through  in- 
creases in  debt.   This  material  should  be  compared  with  both  legal  and  realistic  debt  limits  so 
that  conclusions  can  be  reached  as  to  the  financial  feasibility  of  proposed  anti-cyclical  pro- 
grams in  a  hesitating  economy.  Examination  should  be  made  state  by  state  and  for  most  of  the 
major  cities  of  the  changes  which  should  be  made  in  legislation  to  make  an  anti-cyclical  public 
works  program  feasible.   This  will  make  it  possible  to  anticipate  and  reduce  the  number  of 
bottlenecks  which  might  otherwise  appear. 

State  and  Local  Responsibility.  The  discussion  thus  far  has  proceeded  largely  from  the 
standpoint  of  the  Federal  Government,  in  part  because  the  Federal  Government  has  accepted 
a  share  of  the  responsibility  for  maintaining  prosperity.  But  State  and  local  governments  are 
part  of  our  society,  and  they  too  should  accept  and  organize  themselves  to  meet  their  responsi- 
bilities. Acting  through  their  established  instruments  at  the  Public  Administration  Clearing 
House,  such  as  the  Council  of  State  Governments,  the  American  Municipal  Association, 
Public  Works  Conference,  Municipal  Finance  Officers,  City  Managers  Association,  etc.,  and 
through  the  Conference  of  Mayors  and  other  organizations,  they  should  attempt  to  formulate 
policies  and  to  educate  officials  of  the  jurisdictions  they  represent  as  to  the  type  of  problems 
that  may  arise  and  how  they  should  be  prepared  to  meet  them.  They  too  should  be  developing 
policies  and  methods  of  action  to  meet  their  responsibilities  should  an  emergency  develop. 

Possible  Federal  Aid  Devices.     Whether  the  matter  is  studied  from  the  Federal  or  the  non- 
Federal  angle,  it  is  obvious  that  Federal  financial  assistance  will  be  necessary  in  any  extend- 
ed anti-cyclical  program.  The  assistance  which  the  Federal  Government  can  give  State  and 
local  governments  ranges  from  technical  advice,  and  insurance  of  debt,  to  direct  loans,  and 
to  grants  of  varying  proportions.  These  general  devices  probably  would  be  used  differently  in 
areas  in  which  Federal  aid  is  important  than  in  areas  in  which  it  is  not  important.  The  selec- 
tion of  specific  devices  may  be  modified  also  by  the  extent  to  which  projects  will  be  self- 
liquidating  in  an  accounting,  as  distinct  from  an  economic,  sense.  If  a  new  sewer  or  water 
system  or  highway  will  obviously  pay  its  own  way  through  user  charges,  there  may  be  more 
incentive  for  requesting  or  giving  assistance  than  there  might  be  for  a  school  building  which 
would  add  many  times  its  cost  to  the  economic  and  social  well-being  of  the  community,  but 
might  not  return  regular  monetary  income  to  the  treasurer  of  the  school  district.  Even  this 
illustration  is  not  perfect  because  fiscal  arrangements  have  been  developed,  as  in  Pennsyl- 
vania, by  which  school  districts  agree  to  pay  a  specified  rent  for  new  buildings,  thus  enabling 
the  authority  constructing  the  buildings  to  call  them  self-liquidating  projects.  Any  such  device 
which  makes  it  possible  to  list  socially  or  economically  needed  projects  as  self-liquidating, 
may  of  course  be  merely  a  technical  means  for  getting  around  debt  limitations  and  pledging 
future  revenues  in  a  way  not  yet  outlawed.  But  such  devices  may  be  effective  at  times.  'As 
Cr.  Ileer's  document  points  out,  the  problem  is  in  large  part  one  of  making  it  possible  for 
communities  in  a  depression  to  borrow  on  the  basis  of  their  post-depression  incomes,  in- 
cluding incomes  from  license  fees  and  user  charges.  Devices  such  as  promising  to  pay  rent 
for  the  use  of  school  buildings  are  but  one  of  the  types  of  legerdemain  used  to  get  around 
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hampering  debt  and  tax  restrictions.  The  possibilities  in  such  devices  should  be  known  in 
advance  of  any  emergency. 

Basic  Principles  of  Federal  Aid.  Two  basic  concepts  should  guide  Federal  assistance 
for  State  and  local  anti-cyclical  public  works:  (1)  Federal  aid  should  help  state  and  local 
jurisdictions  build  what  they  need,  what  they  want,  and  what,  over  the  long  run,  they  will  be 
willing  and  able  to  pay  for  but  which  they  are  unable  to  finance  during  a  depression;  (2) 
Federal  aid  should,  if  necessary,  help  increase  State  and  local  construction  expenditures  so 
as  to  offset  part  of  a  decline  in  private  construction.  The  extent  to  which  Federal  aid  merely 
encourages  projects  to  be  built  at  the  rate  which  would  have  prevailed  had  there  been  no  re- 
cession and  the  extent  to  which  it  accelerates  the  rate  at  which  needed  State  and  local  con- 
struction is  built  will  depend  on  the  anticipated  length  and  depth  of  the  depression  and  the 
degree  to  which  it  is  believed  desirable  to  compensate  for  declines  in  private  building  activi- 
ties. 

Theoretically,  then,  Federal  intervention  should  make  it  possible  for  states,  and  particu- 
larly for  local  jurisdictions  to  secure  funds  during  a  depression  which  they  could  not  other- 
wise secure  at  that  time,  under  terms  which  will  not  add  to  taxes  during  a  depression  and 
under  terms  which  will  permit  the  facilities  to  be  paid  for  willingly  without  burdensome  taxes 
after  the  depression  is  over.  This  frame  of  reference  suggests  that  as  much  as  feasible  of 
the  cost  of  the  facilities  be  paid  for  after  the  depression  is  over  by  jurisdictions  owning  them, 
and  that  there  be  as  small  an  immediate  local  burden  as  possible. 

Should  the  goal  at  any  particular  time  be  merely  a  maintenance  of  the  aggregate  volume  of 
State  and  local  construction,  it  has  been  suggested  that  this  might  be  achieved  by  using, 
among  other  devices,  Federal  insurance  of  the  State  or  local  debt  being  incurred  for  anti- 
cyclical  purposes. 

This  device  is  subject  to  many  handicaps.  Being  a  new  type  of  paper  it  may  not  readily 
be  accepted  at  the  start.  Federally  insured  local  housing  bonds  were  not  readily  accepted 
when  they  were  introduced  and  many  of  them  still  carry  a  comparatively  high  interest  charge. 
And  the  device,  to  the  extent  that  it  worked,  would  add  to  the  volume  of  Federally  insured 
tax-exempt  paper.  From  the  standpoint  of  the  Federal  taxpayer,  Federal  loans  may  be  prefer- 
able to  Federal  insurance  because  when  the  Federal  Government  borrows  and  reloans  to 
local  jurisdictions,  interest  paid  on  the  Federal  debt  is  taxable.  Even  should  the  Federal 
Government  loan  to  local  jurisdictions  at  a  lower  rate  than  it  pays  for  its  funds,  its  loss  from 
this  action  may  be  less  than  what  it  loses  in  the  form  of  tax  exemption  when  the  local  juris- 
dictions borrow  directly. 

On  the  other  hand,  Federal  insurance  might  facilitate  to  some  extent  the  sale  of  bonds 
by  small  jurisdictions,  or  the  sale  of  bonds  for  purposes  which  bond  house  customers  might 
normally  view  with  skepticism. 
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Another  possible  device  might  lie  in  changing  tax  legislation  to  permit  commercial  banks 
and  investment  houses  to  pass  tax  exemption  through  in  the  same  fashion  that  capital  gains 
can  be  passed  through.  This  might  broaden  the  market  for  local  bonds  and  thus  add  to  the 
capacity  for  anti-cyclical  operation. 

Or,  the  Federal  Government  might  agree  to  buy  the  last  ten  years  of  a  serial  bond  issue 
whose  maturities  run  up  to  thirty  years,  on  terms  equal  to  those  paid  by  private  purchasers  of 
bonds  coming  due  during  the  first  twenty  years.  From  the  standpoint  of  the  private  investor, 
this  would  mean  that  purchasers  would  be  investing  initially  in  not  over  two-thirds  of  the  cost 
of  the  operation  being  financed,  which  would  add  to  the  security  of  privately  purchased  bonds. 
From  the  standpoint  of  the  local  government,  it  would  mean  that  long-term  bonds  would  be 
sold  under  relatively  favorable  conditions  and  under  terms  comparable  to  those  commanded  by 
maturities  of  twenty  years  or  less.  From  the  standpoint  of  the  Federal  Government,  it  might 
mean  a  temporary  holding  of  bonds  which  could  be  sold  on  the  private  market  later,  once  the 
issue  had  become  seasoned.  The  Federal  subsidy  might  therefore  be  relatively  small  but  the 
volume  of  additional  funds  made  available  by  this  device  might  be  very  appreciable. 

Finally,  Federal  aid  might  be  made  available  in  several  direct  fashions  if  it  were  decided 
that  other  devices  were  not  stimulating  investment.  The  direct  aid  could  be  in  the  form  of 
grant,  grant  and  loan,  or  grant  ana  loan  with  no  interest  or  amortization  charge  for  a  specific 
period,  or  up  to  a  specific  time.   All  loans  might  be  interest-free  for  a  period  of  three  years 
after  the  passage  of  legislation,  for  instance.  The  sooner  any  jurisdiction  took  advantage  of 
this  offer,  the  sooner  it  would  have  its  facilities  and  the  longer  it  would  be  able  to  use  them 
interest-free. 

Any  or  all  of  these  devices  might  be  useful,  but  which,  if  any,  should  be  used  must  be  de- 
cided by  the  Congress  and  the  Administration.  But  questions  of  this  sort  must  be  settled  in 
advance,  both  in  terms  of  policies  and  administrative  methods,  if  any  anti-cyclical  program  is 
to  be  effective.  If  the  question  of  how  much  aid  to  give  States  and  localities  and  on  what  basis 
is  debated  in  the  Congress  after  an  emergency  has  arisen,  non-Federal  governments  will  sus- 
pend or  reduce  the  letting  of  contracts  during  the  Congressional  discussions.  If  Congress  is 
going  to  underwrite  some  of  their  expenditures,  it  would  obviously  be  short-sighted  for  them 
to  use  their  own  funds  today  if  they  could  use  somebody  else's  tomorrow.     And  any  decisions 
about  Federal  aid  made  at  or  before  the  beginning  of  an  anti-cyclical  program  must  be  under- 
stood to  indicate  the  most  liberal  terms  that  will  be  available,  or  non-Federal  jurisdictions 
will  postpone  construction,  waiting  for  the  more  liberal  terms  hoped  for  later.  Such  facts  em- 
phasize the  importance  of  working  out  the  anti-cyclical  program  well  in  advance  of  the  time  it 
will  be  used. 

Administration.   The  problems  inherent  in  the  Federal  side  of  a  public  works  program  are 
understood,  the  status  of  Federal  planning  has  been  examined,  and  the  financing  required  has  been 

1  Dr.  2r's  ,:i smorandum  on  the  subject  of  What  State  and  Local  Governments  Can  Do  to  Help  Maintain  Employment 
iii  <■  session  points  ou  :  difficulties  which  local  governments  will  have  in  matching  funds  and  maintaining  pub- 
i       expenditures  during        ccession. 

130 


documented.  Not  as  much  can  be  said  for  the  State  and  local  side.  But  that  too  is  under  ex- 
amination, and  that  examination  should  be  pushed. 

The  next  aspect  that  needs  attention  is  administration.  If  we  had  the  best  ideas  possible 
about  what  should  be  done,  would  a  program  flounder  over  purely  administrative  difficulties? 
The  answer  would  seem  to  be  a  clearcut  no.  The  programs  of  1929-30  and  of  the  '30' s,  and 
the  postwar  Federal  aid  programs,  have  provided  a  wide  background  of  experience  for  setting 
up  and  administering  a  public  works  operation.  The  broad  outline  of  how  any  program  would  be 
handled,  as  well  as  the  principles  which  should  guide  it,  should  however  be  decided  well  in 
advance  of  need.  Drafts  of  the  necessary  legislation  should  be  prepared,  and  discussed  with 
the  proper  Congressional  committees,  but  an  officially  sponsored  bill  setting  up  an  anti- 
cyclical  public  works  administrator  does  not  have  to  be  introduced  until  an  emergency  develops. 

An  individual  working  in  the  Executive  Office  of  the  President  should  be  assigned  the 
responsibility  of  developing  the  blueprints  for  action.     He  should  see  to  the  improvement  of 
the  six-year  plan,  so  that  it  can  be  transformed  into  an  anti-cyclical  program  in  a  hurry.  He 
should  get  the  Federal  aid  for  State  and  local  advance  planning  going,  and  he  should  work 
out  arrangements  with  representatives  of  State  and  local  governments.   These  arrangements 
should  facilitate  a  quick  initiation  of  State  and  local  contra-cyclical  action  if  needed,  should 
encourage  removal  of  non-Federal  legislative  or  administrative  handicaps  to  such  action,  and 
should  facilitate  the  drafting  of  standby  Federal  legislation.  The  draft  of  such  Federal  legis- 
lation as  it  evolves  should  provide  for  setting  up  a  Public  Works  Administrator  in  the  Execu- 
tive Office  of  the  President  to  handle  the  Federal  responsibility  for  both  the  Federal  and 
the  Federal-aid  programs,  once  the  need  for  action  has  come.  The  limits  of  any  contra-cyclical 
public  works  program  for  which  the  Administrator  may  be  responsible  should  be  set  by  the 
President  on  the  advice  of  the  Council  of  Economic  Advisers.   The  Administrator  could  probably 
make  given  amounts,  within  the  over-all  limits,  available  to  Federal  agencies  for  expanding 
both  Federal  and  Federal  aid  programs.  There  should  be  detailed  reporting  to  the  Administrator 
so  that  he  can  be  assured  that  too  many  projects  are  not  being  started  by  many  separate  groups 
in  one  city  and  too  few  projects  in  another.   Final  clearance  for  most  projects  of  any  size  there- 
fore would  have  to  come  through  the  Administrator's  office,  whether  this  clearance  before  as- 
sisted State  and  local,  or  for  Federal  projects.  Except  for  preventing  undue  clustering  of  pro- 
jects or  for  expediting  the  work  of  lagging  Federal  agencies,  this  clearance    would  be  largely 
f  o  ran  al . 

The  mechanism  for  Federal  assistance  to  State  and  local  programs  will  vary  with  the  de- 
gree to  which  Federal  aid  is  used  in  each  area  and  the  degree  to  which  Federal  agencies  are 
competent  in  each  category.  Any  expanded  highway  program  would  of  course  be  handled  through 
the  Bureau  of  Public  Roads.  Federal- state  relationships  in  highway  construction  are  so  well 
developed  that  few  serious  problems  will  arise  in  this  field.  There  may  be  some  difficulties 
in  connection  with  relations  with  particular  counties  or  municipalities  as  distinguished  from 


1  This  was  done  early  in  April. 
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States,  but  these  can  be  handled,  as  was  demonstrated  by  experience  during  the  war  and  in 
the  period  of  controls  following  Korea.  The  only  problem  for  this  type  of  construction  will  be 
how  much  Federal  aid  is  provided,  not  how  that  aid  can  be  administratively  channeled. 

Public  Roads,  like  other  Federal  agencies,  should  clear  its  large  projects  with  the  .Ad- 
ministrator's office,  but  in  most  cases  this  would  be  little  more  than  a  formality  once  under- 
standings had  been  reached  in  advance  as  to  what  size  programs  to  encourage  in  major  geo- 
graphical areas. 

The  problem  would  be  about  as  simple  for  expanding  hospital  facilities.  This  program 
could  be  handled  through  the  Public  Health  Service.  Detailed  data  on  hospital  needs  are 
available  in  that  office  which  have  been  derived  from  careful  statistical  surveys  using  stand- 
ards accepted  by  the  Public  Health  Service.  The    problems  will  not  be  quite  as  simple  for 
stream  pollution  or  sewer  and  water  construction.  Both  the  Public  Health  Service  and  the 
Housing  .Agency  are  involved  poiicy-wise  and  administratively  in  these  fields,  but  the  diffi- 
culties are  soluble. 

The  problems  may  be  most  difficult  for  school  construction.   The  Federal  Government  has 
aided  in  construction  of  college  and  graduate  facilities  needed  by  veterans.  It  has  aided  also 
in  the  building  of  primary  and  secondary  schools  in  areas  which  have  grown  particularly 
rapidly  as  a  result  of  war-generated  employment.  Two  Federal  agencies  have  been  in- 
volved in  these  programs.  In  the  absence  of  a  Federal  Works  Agency  the  problem  will  be 
difficult,  but  not  impossible  of  resolution. 

The  advance  planning  operation  which  was  recommended  earlier  in  this  memorandum  should 
be  attached  directly  to  the  Public  Works  Administrator  once  an  anti-cyclical  operation  is  going. 
This  should  provide  him  with  some  trained  staff  assistance,  and  help  him  move  more  swiftly. 

Analysis  of  the  problems  that  will  arise  once  action  must  be  taken  has  been  proceeding  in 
the  Council  of  Economic  Advisers  under  the  general  supervision  of  Dr.  Burns.  But  once  such 
planning  gets  beyond  its  early  stages,  it  will  become  involved  in  both  political  and  adminis- 
trative problems.  Part  of  the  work  at  least  should  then  proceed  elsewhere  in  the  Executive 
Office.  The  Council  of  Economic  Advisers  should  keep  in  touch  with  the  work  and  be  able  to 
assure  themselves  that  the  anti-cyclical  program  was  being  set  up  so  that  it  could  function 
promptly  and  effectively  enough  to  have  the  desired  impacts  on  the  economy. 

How  Effective  Could  Such  A  Program  Be?  The  data  at  hand  indicate  that  Federal  construc- 
tion could  be  increased  at  an  annual  rate  of  about  $1.5  billion  per  annum  inside  of  a  year.  State 
and  local  construction  could  be  expanded  by  $2  billion  or  more  per  annum  if  the  necessary  ad- 
ministrative, fiscal  and  legislative  steps  are  taken  in  advance.  This  would  give  a  total  in- 
crease in  public  construction  of  $(3.  5  billion  if  the  necessary  steps  are  taken  in  advance.  If 
private  construction  dropped  20  per  cent,  or  from  $22  billion  to  $17-18  billion,  public  construc- 
tion could  counter  as  much  of  that  drop  as  might  be  desired  in  a  year.  If  private  construction 
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should  drop  as  much  as  30  per  cent,  that  drop  also  could  be  countered  in  not  far  from  a  year  if 
the  preparatory  work  has  been  done  in  time. 

If  plans  are  not  made  in  advance,  public  works  cannot  be  used  effectively.  It  is  improbable 
that  State  and  local  construction  volume  would  hold  up  during  the  time  a  public  works  program 
was  being  discussed.  It  might  very  well  drop  during  this  period.  If  it  took  three  months  to  get  a 
program  through  the  Congress,  and  another  three  months  to  get  an  organization  set  up  and  func- 
tioning, it  might  be  almost  a  year  before  State  and  local  construction  volume  returned  to  the 
level  it  had  reached  before  the  discussion  of  the  public  works  program  began.  Curing  this 
period  it  would  be  up  to  Federal  projects  to  counter  the  drop  in  both  private  and  in  non- Federal 
activity.  Delay  in  setting  up  public  works  policies  and  machinery  would  therefore  transfer  more 
of  the  burden  of  meeting  a  recession  to  the  Federal  taxpayer. 

Vfhen  Should  A  Public  Works  Program  be  Started?  The  question  of  when  to  trigger  an  anti- 
cyclical  public  works  program  has  not  been  dwelt  upon  as  the  general  subject  of  when  action 
should  be  taken  is  being  handled  by  Mr.  Friend.  However,  a  possible  release  point  might  be  sug- 
gested in  this  memorandum.  If  other  steps  have  been  taken,  but  nevertheless  the  Council  of 
Economic  Advisers  reaches  the  conclusion  that  more  vigorous  anti-cyclical  action  is  needed, 
and  if  private  construction  contracts  as  a  whole  have  dropped  for  three  successive  months  to  a 
point  15  per  cent  below  the  level  of  the  preceding  year,  if  the  drop  is  general  and  if  the  pros- 
pects are  for  further  decline,  the  decision  could  be  made  that  it  would  seem  desirable  to  move 
in  the  field  of  public  works.  If  the  necessary  legislation  setting  up  the  machinery  and  appropri- 
ating the  funds  had  been  drafted  and  had  been  approved  in  principle  by  the  appropriate  Congres- 
sional committees,  this  legislation  could  be  passed  rather  quickly.  If  it  could  not  be  passed 
quickly,  the  emergency  probably  would  not  be  severe  enough  to  warrant  action.  If  the  bills  were 
passed  within  a  month,  the  machinery  could  start  moving  at  once,  and  contracts  could  be  adver- 
tised and  signed  by  Federal  agencies  within  another  month,  or  five  months  after  the  decline 
started.  They  could  be  advertised  and  signed  by  non-Federal  agencies  within  two  or  three 
months.  The  effects  of  the  decline  would  not  be  severe  in  the  construction  industry  by  that 
time,  as  there  may  be  a  sizeable  lag  between  the  decline  in  the  letting  of  contracts  and  a  de- 
cline in  employment.  The  construction  industry  would  have  a  mild  dip  for  a  period  of  six  months 
or  so,  but  then  would  rebound  some,  and  experience  a  very  competitive  but  nevertheless  moder- 
ately busy  market.  The  industry  would  not  be  a  burden  to  the  economy  as  a  whole.   And  it  would 
be  building  facilities  the  economy  needs  badly.  Under  such  conditions,  the  rest  of  the  economy 
would  have  a  chance  to  recover,  and  the  construction  industry  would  be  encouraged  to  become 
more  efficient. 

The  suggested  release  point  of  a  15  per  cent  continuous  drop  in  private  contracts  below 
previous  years'  levels  is  of  course  not  a  rigid  point.  If  other  conditions  were  very  serious, 
quicker  action  might  be  advised.  But,  given  a  description  of  other  conditions,  adjustments 
could  be  made  around  such  a  standard. 

Public  works,  as  one  of  many  tools,  not  as  the  main  tool,  appears  a  hopeful  tool. 

*    *    * 
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As  far  as  state  and  local  governments  are  concerned,  the  initial  effect  of  a  business  reces- 
sion of  any  consequence  would  be  a  decline  or  a  prospective  decline  in  the  yields  of  state  and 
local  taxes  at  their  then-existing  rates.  This  in  turn  would  necessitate  budgetary  adjustments  af- 
fecting appropriations,  tax  rates,  borrowing,  the  use  of  accumulated  reserves  and  other  means  of 
financing.  The  nature  of  the  particular  adjustments  made  by  each  individual  government  would  deter- 
mine whether  in  the  aggregate  state  and  local  governments  made  a  net  contribution  toward  recovery^ 
whether  their  influence  on  the  economy  was  neutral,  or  whether  they  added  momentum  to  the  down- 
ward movement. 

Whatever  the  nature  of  state  and  local  recession  adjustments,  their  influence  on  the  total 
economy  is  likely  to  be  moderate.  State  and  local  purchases  of  goods  and  services  currently  con- 
stitute only  about  7  percent  of  the  national  aggregate  of  all  purchases  of  goods  and  services.  A 
twenty  percent  variation  in  state  and  local  expenditure,  other  factors  remaining  the  same,  would, 
accordingly,  change  the  gross  national  product  by  less  than  1%  percent.  This  relatively  low  ratio, 
however,  should  not  lead  us  to  underrate  the  importance  of  stability  in  state  and  local  finance.  We 
are  dependent  upon  state  and  local  governments  for  vital  services  the  value  of  which  cannot  be 
measured  solely  by  their  effects  on  aggregate  demand.  Fiscal  programs  which  help  to  maintain  the 
adequacy  of  state  and  local  services  in  periods  of  recession  are  eminently  worthwhile  for  their 
own  sake. 


TYPES  OF   RECESSION   ADJUSTMENTS 

Confronted  by  an  actual  or  prospective  decline  in  tax  yields,  state  and  local  governing  bodies 
may  seek  to  adjust  their  budgets  to  the  new  fiscal  situation  by  adopting  at  least  one  of  the  follow- 
ing general  policies: 

1.  They  may  seek  to  reduce  expenditure  by  the  same  amount  that  revenue  has  declined, 
keeping  effective  rates  of  taxation  and  utilization  of  reserves  and  borrowed  funds  at 
pre-recession  levels. 

2.  They  may  endeavor  to  maintain  their  current  rate  of  expenditure.  This  will  require 
one  or  more  of  the  following  types  of  action:  (1)  increasing  effective  rates  of  taxation, 
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(2)  securing  additional  grants-in-aid,  (3)  using  up  accumulated  reserves  more  rapidly 
and  (4)  expanding  their  volume  of  borrowing. 

3.  With  a  view  to  making  a  positive  contribution  toward  recovery,  state  and  local  govern- 
ing bodies  may  seek  to  expand  expenditure  during  the  recession.  This  policy  will  re- 
quire more  extensive  resort  to  the  types  of  action  called  for  under  policy   2,  above. 
Taxes  will  have  to  be  more  steeply  raised;  additions  to  grants-in-aid  will  have  to  be 
more  liberal;  reserves  will  have  to  be  drawn  down  more  rapidly;  a  still  greater  expan- 
sion of  indebtedness  will  be  required. 

4.  As  an  alternative  or  as  an  additional  stimulus  to  recovery,  a  policy  of  incentive  tax 
reduction  may  be  adopted.  This  would  involve  reducing  the  effective  rates  of  selected 
taxes  below  their  pre-recession  levels.  A  policy  of  incentive  tax  reduction  will  re- 
quire either  drastic  cuts  in  expenditure  or  types  of  action  identical  with  those  required 
to  permit  an  expansion  of  expenditure,  excep  ting,  of  course,  tax  increases. 

It  will  be  noted  that  all  but  the  first  of  the  four  general  policies  which  have  just  been  out- 
lined are  not  unique  policies  but  families  of  policies.  Thus  the  general  policy  of  maintaining  ex- 
penditure during  a  recession  may  be  implemented  in  four  different  ways:  through  taxation,  through 
grants-in-aid,  through  use  of  reserves,  and  through  borrowing.  If  only  one  of  these  expedients  is  to 
be  used,  four  different  sub-policies  are  possible.  If  two  of  them  are  to  be  concurrently  used,  there 
are  six  possible  sub-policies;  and,  if  three  of  them  are  to  be  used,  there  are  four  different  possi- 
bilities. A  final  possibility  is  that  all  four  expedients  are  to  be  used  together.  It  should  also  be 
noted  that  whenever  more  than  one  of  the  expedients  is  used,  the  relative  degree  of  reliance 
placed  on  each  may  be  varied. 

For  the  purpose  at  hand,  it  is    perhaps  more  pertinent  to  note  that  each  policy  or  sub-policy 
involves  one  or  more  basic  types  of  fiscal  action.  In  the  policies  under  discussion  these  actions 
are:  (1)  expenditure  reduction,  (2)  tax  increases,  (3)  increased  reliance  on  reserves,  (4)  expansion 
of  borrowing,  (5)  expansion  of  expenditure,  (6)  incentive  tax  reduction  and  (7)  additional  grants- 
in-aid.  In  order  to  determine  which  policy  or  sub-policy  will  have  the  least  favorable  and  which 
the  most  favorable  influence  on  the  general  level  of  economic  activity,  it  is  necessary  to  ascertain 
the  effect  on  aggregate  demand  of  each  of  these  basic  types  of  fiscal  action.  The  individual  ef- 
fects of  the  particular  types  of  action  associated  with  each  sub-policy  must  then  be  added  up. 

If  we  are  to  be  realistic  in  our  appraisal  of  what  state  and  local  governments  might  do  in  the 
event  of  a  recession,  however,  we  cannot  confine  our  consideration  solely  to  the  effects  of  fiscal 
adjustments  on  aggregate  demand.  Depending  on  their  financial  and  other  circumstances,  individual 
governments  are  subject  to  practical  limitations  with  respect  to  the  types  of  recession  action  they 
are  in  a  position  to  take.  What  is  more  to  the  point,  state  and  local  governments  exist  primarily  to 
promote  the  general  welfare,  and  government  actions  which  may  be  well  adap  ted  to  advance 
economic  recovery  are  not  necessarily  actions  wnich  will  conserve  the  long-term  general  welfare. 
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With  the  above  considerations  in  mind,  we  can  now  proceed  to  examine  the  effects  of  specific 
types  of  fiscal  action,  each  type  being  considered  in  conjunction  with  the  other  types  of  action 
with  which  it  is  necessarily  linked  as  part  of  a  particular  policy. 


EXPENDITURE    REDUCTION 

Expenditures  may  be  reduced  in  order  to  permit  an  equivalent  amount  of  tax  relief.  In  a  re- 
cession, however,  it  is  more  likely  that  expenditure  cuts  will  be  made  in  order  to  offset  a  decline 
in  revenue,  in  which  event  effective  rates  of  taxation  will  remain  unchanged.  Only  this  second 
case  will  be  considered  here. 

Expenditure  reductions  which  are  not  passed  on  to  the  public  in  the  form  of  lower  taxes,  ob- 
viously, have  an  adverse  effect  on  aggregate  demand.  They  reduce  government  purchases  of  goods 
and  services  with  no  compensating  increase  in  private  purchases.  The  net  result  of  such  action  is 
to  give  the  economy  a  further  push  downward. 

It  does  not  follow  from  the  above,  however,  that  efforts  to  root  out  waste  and  inefficiency  and 
to  eliminate  government  activities  which  have  lost  their  utility  should  be  suspended  during  a  re- 
cession. A  business  downturn  generally  brings  new  needs  for  public  assistance.  Savings  result- 
ing from  improved  efficiency  may  be  used  to  meet  these  needs.  They  may  also  be  used  to  supply 
deficiencies  in  other  facilities  and  services  which  are  vital  to  the  general  welfare.  Alternatively, 
the  savings  may  be  passed  on  to  the  public  in  lower  taxes.  In  all  of  these  cases  the  effect  on 
aggregate  demand  will  be  neutral  and  the  general  welfare  will  be  enhanced. 

Aside  from  their  unfavorable  effect  on  aggregate  demand,  expenditure  cuts   which  lower 
standards  of  public  services  or  which  result  in  a  deterioration  of  public  facilities  have  other 
untoward  consequences.  To  the  extent  that  the  cuts  are  applied  to  services  and  facilities  neces- 
sary to  business  operations,  the  task  of  recovery  is  rendered  more  difficult.  To  the  extent  that 
the  support  of  public  education  is  reduced,  irreparable  damage  may  be  done  to  the  youth  who 
are  unfortunate  enough  to  be  of  school  age  at  the  time  the  recession  occurs.  A  cut  in  health  and 
welfare  services  is  likely  to  aggravate  the  unrest  and  discontent  which  is  the  normal  accompani- 
ment of  a  recession.  In  short,  as  a  method  of  adjusting  to  a  business  decline,  expenditure  reduc- 
tions without  offsetting  tax  reductions  should  be  avoided,  if  at  all  possible. 


TAX    INCREASES 

There  are  two  distinct  recession  policies  under  which  the  expedient  of  increasing  effective 
rates  of  taxation  might  be  employed.  Under  the  first  policy,  an  increase  in  tax  revenue  would  be 
sought  in  order  to  finance  an  equivalent  expansion  of  expenditure.  Under  the  second  and  more 
likely  policy,  taxes  would  be  raised  in  order  to  offset  a  recession-induced  decline  in  revenue 
and  to  maintain  rates  of  expenditure  at  their  former  levels. 
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Under  the  first  policy,  the  effect  of  a  tax  increase  on  aggregate  demand  is  apparently  neutral. 
The  tax  increase  reduces  private  purchases  of  goods  and  services,  but  this  is  balanced  by  an 
equivalent  increase  in  government  purchases.  Certain  other  aspects  of  this  policy  will  be  con- 
sidered further  on. 

The  effect  of  the  second  policy  on  aggregate  demand  is  definitely  adverse.  When  a  govern- 
ment increases  its  collections  from  the  public  merely  to  maintain  its  preexisting  level  of  ex- 
penditure, it  reduces  aggregate  demand.  It  diminishes  the  amount  of  purchasing  power  available 
for  personal  consumption  and  private  investment  with  no  compensating  increase  in  its  own  pur- 
chases of  goods  and  services.  The  above  result  does  not,  of  course, follow  where  the  new  revenue 
collections  represent  private  funds  which  would  not  otherwise  be  used.  This  exceptional  case 
may  be  dismissed  as  far  as  most  state  and  local  governments  are  concerned.  The  limited  tax 
sources  at  their  disposal  bear  down  heavily  on  the  income  and  expenditure  of  the  lower  and 
middle  income  groups  who  are  not  likely  to  have  idle  funds. 

Under  recession  conditions,  an  upward  adjustment  of  taxes  tends  not  only  further  to  reduce 
the  gross  national  product  but  it  has  an  unfavorable  impact  on  business  incentives,  creating  un- 
certainties which  slow  up  the  process  of  recovery.  Tax  increases  during  a  business  downturn 
are  unquestionably  badly  timed,  but  unless  state  and  local  governments  have  previously  followed 
long-run  budget  policies  which  have  taken  into  consideration  the  contingency  of  a  recession, 
such  increases  may  represent  the  only  way  of  financing  high-priority  services. 


STABILIZATION    RESERVES 

Governments  can  accumulate  reserves  only  by  spending  less  than  they  receive.  The  size  of 
their  reserves,  if  any,  at  the  beginning  of  a  recession  will,  therefore,  depend,  upon  their  past 
budgetary  policies.  To  the  extent  that  they  have  any  reserves  at  this  time,  such  reserves  may, 
under  the  appropriate  conditions,  be  used  to  implement  three  different  objectives:  (1)  to  main- 
tain expenditures  at  current  levels  without  increasing  taxes;  (2)  to  permit  a  temporary  expansion 
of  expenditure  without  a  tax  rise;  and  (3)  to  permit  a  temporary  reduction  of  taxes  without  cut- 
ting expenditures.  The  last  of  these  objectives  is  discussed  further  on  under  the  caption  Incen- 
tive Tax  Reduction. 

When  reserves  are  used  to  fill  in  the  gap  resulting  from  a  revenue  decline  and  for  the  pur- 
pose of  maintaining  expenditures  at  current  levels  without  increasing  taxes,  the  effect  on  ag- 
gregate demand  is  neutral.  Government  purchases  of  goods  and  services  remain  as  they  were 
before  and,  since  tax  rates  continue  the  same,  private  purchases  of  goods  and  services  are 
likewise  unaffected.  In  this  case  the  reserves  perform  a  protective  function.  They  remove  the 
necessity  of  giving  the  economy  an  additional  downward  thrust  through  expenditure  cuts  or  tax 
increases. 
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When  reserves  are  used  to  finance  a  temporary  expansion  of  expenditure,  the  economy  is 
given  an  upward  boost.  Government  purchases  of  goods  and  services  are  increased  with  no  off- 
setting reductions  in  private  purchases.  There  are,  however,  certain  limitations  on  the  use  of  re- 
serves to  finance  an  expenditure  increase  which   are  discussed  further  on  under  the  heading 

Stepping  Up  Expenditure. 


EXPANSION  OF  BORROWING 

Private  demand  for  loanable  funds  usually  shrinks  during  a  recession  and,    in  this  situation, 
an  expansion  of  public  borrowing  is  not  likely  to  reduce  the  volume  of  private  purchases  financed 
on  a  credit  basis.  In  the  recession  programs  of  state  and  local  governments  increased  resort  to 
borrowing  may,  therefore,  be  used  for  the  same  purposes  and  with  the  same  effects  on  aggregate 
demand  as  those  which  apply  to  the  use  of  reserves.  When  a  government  increases  its  borrowings 
in  order  to  maintain  its  current  rate  of  expenditure  without  raising  its  taxes,  the  effect  on  ag- 
gre  gate  demand  is  neutral.  When  it  borrows  to  finance  an  expansion  of  expenditure,  it  makes  a 
positive  contribution  to  aggregate  demand. 

For  practical  reasons,  borrowing  must  be  depended  upon  to  play  a  more  important  role  in 
state  and  local  recession  adjustments  than  the  role  likely  to  be  played  by  reserves.  Many  gov- 
ernments with  no  reserves,  nevertheless,  have  unused  borrowing  capacity.  Even  in  the  case  of 
the  most  thrifty  governments,  the   sums  represented  by  their  reserves  are  relatively  small  in 
comparison  with  their  borrowing  potential.  But  unlike  the  use  of  reserves,  borrowing  involves  a 
future  cost  in  the  shape  of  interest  and  amortization  charges.  Moreover,  there  are  restrictions 
of  various  kinds  on  the  purposes  and  amounts  of  government  borrowing. 

Although  government  spending  of  borrowed  funds  during  a  recession  is  conducive  to  em- 
ployment stability,  this  does  not  justify  borrowing  for  any  and  all  purposes.  Borrowing  to  defray 
current  operating  expenses  and  current  charges  is  undesirable  under  any  circumstances,  since 
it  means  that  future  taxpayers  will  be  saddled  with  debt  service  charges  for  which  they  will  re- 
ceive no  compensating  benefits.  Borrowing  should  as  far  as  possible  be  restricted  to  the  financ- 
ing of  durable  capital  facilities  which  will  yield  worthwhile  services  to  the  public  during  the 
period  in  which  the  applicable  debt  charges  are  being  met.  Even  in  this  case,  however,  the  fact 
that  a  project  would  be  useful  and  that  its  construction  would  provide  employment  does  not 
constitute  sufficient  justification  for  borrowing. 

Bond-financed  projects  must  meet  the  same  budgetary  tests  as  tax-supported  activities, 
since  bond  projects  will  ultimately  have  to  be  paid  for  through  taxation  or  some  other  form  of 
revenue.  The  significant  questions  are:  (1)  Is  the  need  for  the  project  as  urgent  as  is  the  need 
for  other  projects?  (2)  Will  the  benefits  which  the  project  yields  to  the  public  be  worth  their 
cost  in  debt  service  charges?  and  (3)  Has  the  public  the  ability  and  the  willingness  to  pay  the 
applicable  charges  over  the  indicated  span  of  years?  Projects  which  meet  the   above  tests  can- 
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not  be  dreamed  up  overnight.  It  is  only  through  the  advance  preparation  of  a  long-term  capital 
budget  that  a  sound  selection  can  be  made. 

It  goes  without  saying  that  bond  issues  should  never  exceed  the  reasonable  life  expectancy 
of  the  improvements  they  are  intended  to  finance.  Otherwise  taxpayers  may  find  themselves  pay- 
ing debt  service  charges  on  dead  horses.  To  save  interest  cost,  moreover,  governments  should  in 
normal  years  finance  at  least  the  annually  recurring  part  of  their  capital  expenditure  from  current 
revenue.  Borrowing  should  in  general  be  used  to  finance  the  peaks  in  the  long-term  capital  budget 
and  to  maintain  capital  expenditures  at  their  programmed  amount  during  a  period  of  recession  and 
revenue  decline. 


STEPPING    UP    EXPENDITURE 

The  case  for  increasing  government  expenditure  during  a  recession  centers  around  the  idea 
that,  as  private  demand  recedes,  governments  must  expand  their  purchases  of  goods  and  services 
to  help  fill  in  the  gap.  Ruling  out  the  possibility  of  Federal  aid,  the  funds  for  a  stepped-up 
program  of  expenditure  can  be  obtained  in  only  two  ways:  through  heavier  taxation  or  through 
recourse  to  reserves  and  borrowing.  As  has  already  been  pointed  out,  higher  taxes  will  merely 
curtail  private  demand  still  further  and  will  in  addition  have  unfavorable  effects  on  business 
incentives. 

If  the  stepped-up  expenditure  program  is  financed  by  means  of  reserves  and  borrowing,  its 
wisdom  would  appear  to  depend  on  the  purpose  for  which  the  new  funds  are  spent.  To  supply  a 
more  costly  program  of  current  services  during  recession  years  than  taxpayers  have  the  ability 
and  willingness  to  pay  for  in  normal  years  is  obviously  to  invite  future  trouble.  Under  any  cir- 
cumstances, borrowing  to  finance  current  expenditure  is  unwise. 

A  good  case  may  be  made  out  for  a  stepped-up,  bond-financed  program  of  expenditure  for 
capital  outlays,  provided  all  of  the  projects  included  meet  the  budgetary  tests  previously  set 
forth.  A  government  which  has  a  master  plan  of  development  based  on  adequate  surveys,  which 
has  a  shelf  or  reserve  of  needed  public  works  conforming  to  the  master  plan,  and  which  follows 
the  procedures  of  long-range  budgeting,  should  be  in  a  safe  position  to  advance  the  construction 
dates  of  certain  projects,  if  a  decline  in  construction  costs  or  other  developments  during  a  re- 
cession should  make  such  a  change  worthwhile.  Under  these  circumstances  a  stepped-up  con- 
struction program  would  not  only  contribute  toward  employment  stability  but  would  save  the  tax- 
payers money. 


INCENTIVE  TAX  REDUCTION 


Proposals  to  reduce  taxes  during  a  recession  are  commonly  based  on  the  assumption  that  tax 
reduction  will  increase  personal  consumption  and  private  investment  expenditure,  thus  expanding 
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employment.  This  result  can  hardly  be  expected  to  occur  when  tax  reduction  is  accomplished 
through  the  medium  of  cuts  in  government  appropriations.  In  that  event,  it  would  seem  highly 
probable  that  the  ensuing  decline  in  government  purchases  of  goods  and  services  would  fully 
cancel  the  increase  in  private  expenditure.  Indeed,  to  the  extent  that  any  part  of  the  tax  relief 
given  is  not  used  for  consumption  or  investment  but  is  retained  by  its  recipients  in  the    form  of 
idle  cash,  the  net  result  of  tax  reduction  based  on  budget  cuts  would  appear  to  be  a  net  decline  in 
aggregate  employment. 

When  funds  needed  for  tax  reduction  are  obtained  by  borrowing  or  through  the  use  of  accumu- 
lated surplus,  it  is  still  a  moot  question  whether  larger  and  more  prompt  effects  on  employment 
might  not  be  obtained  by  government  expenditure  of  these  funds  on  a  stepped-up  program  of  public 
works.  There  is,  of  course,  the  possibility  that  tax  reduction  would  so  encourage  taxpayers  as  to 
lead  them  to  increase  private  expenditure  by  more  than  the  amount  of  their  tax  relief.  The  odds  in 
favor  of  this  eventuality  are,  however,  not  determinable. 

Assuming  that  a  government  has  adopted  the  proper  rates  of  taxation  for  a  normal  or  average 
year,  any  reduction  from  this  level  financed  by  means  of  surpluses  or  by  borrowing  must  nec- 
essarily be  temporary.  As  soon  as  the  emergency  is  over  rates  will  have  to  be  restored  to  their 
normal  level.  Where  tax  relief  has  been  based  on  borrowing,  the  new  normal  level  of  rates  will  in 
fact,  have  to  be  somewhat  higher  than  the  original  normal  rates  in  order  to  take  care  of  debt 
service  charges  on  an  unproductive  addition  to  the  public  debt.  It  is  more  difficult  to  raise  taxes 
than  it  is  to  reduce  them;  and  at  least  insofar  as  state  and  local  governments  are  concerned,  tem- 
porary tax  reduction  for  the  sole  purpose  of  stimulating  employment  would  not  seem  to  be  worth 
the  risks  and  costs  involved. 


ADDITIONAL  FEDERAL  AID 

The  effect  on  aggregate  demand  of  extending  additional  Federal  aid  to  state  and  local  govern- 
ments during  a  recession  depends  almost  entirely  on  how  the  Federal  government  obtains  the 
funds  required  for  this  purpose  and  on  the  disposition  which  state  and  local  governments  make  of 
them.  If  the  Federal  government  obtains  the  requisite  funds  by  reducing  its  own  expenditures,  and 
if  the  states  and  localities  use  their  additional  aid  merely  to  offset  their  recession-induced 
revenue  losses,  maintaining  their  purchases  of  goods  and  services  at  former  levels,  the  net  result 
is  to  reduce  aggregate  demand.  If  the  funds  obtained  as  indicated  are  employed  by  the  states  and 
localities  to  expand  their  expenditure,  the  net  effect  on  aggregate  demand  is  neutral.  The  only 
change  in  this  latter  case  is  the  replacement  of  a  given  amount  of  Federal  expenditure  by  a  like 
amount  of  state  and  local  expenditure 

The  effects  are  substantially  the  same  when  the  Federal  government  obtains  its  funds  through 
new  or  higher  taxes.  In  this  event,  private  purchases  of  goods  and  services  are  reduced  and,  if 
state  and  local  governments  employ  the  new  aid  solely  to  maintain  their  current  levels  of  exp- 
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penditure,  aggregate  demand  will  be  reduced.  If  the  tax-financed  aid  is  used  to  expand  state  and 
local  expenditure,  the  effect  on  aggregate  demand  will  be  neutral,  but  a  certain  amount  of  state 
and  local  expenditure  will  now  have  been  substituted  for  a  like  amount  of  private  expenditure. 

It  is  only  when  the  Federal  government  obtains  its  funds  through  the  method  of  deficit  financing 
that  Federal  aid  is  capable  of  exercising  a  sustaining  influence  on  the  economy.  When  funds  so 
obtained  are  employed  by  the  states  and  localities  to  maintain  pre-recession  levels  of  expenditure, 
the  effect  on  aggregate  demand  is  neutral,  but  state  and  local  tax  increases  and  expenditure  cuts 
which  would  have  reduced  aggregate  demand  may,  thereby,  have  been  averted.  When  aid  based  on 
borrowed  funds  is  used  to  expand  state  and  local  expenditure,  aggregate  demand  receives  a  net 
addition. 

Limiting  consideration  solely  to  effects  on  aggregate  demand,  it  would  appear  to  be  a  matter 
of  indifference  whether  borrowing  for  state  and  local  purposes  is  performed  by  the  Federal  govern- 
ment or  by  the  governments  most  directly  concerned.  From  the  standpoint  of  political  philosophy, 
however,  the  difference  is  important.  Those  who  believe  that  state  and  local  governments  should 
preserve  a  maximum  degree  of  independence  in  matters  not  affecting  the  national  interest  will 
have  a  predilection  for  state  and  local  borrowing.  This  raises  a  practical  question  which  is  re- 
served for  later  consideration.  Under  the  conditions  which  now  govern  the  marketing  of  state  and 
local  securities,  will  state  and  local  governments  be  able  to  expand  their  borrowings  during  a  re- 
cession to  the  degree  needed  to  enable  them  to  maintain  and  perhaps  to  expand  their  total  ex- 
penditure ? 


REQUISITES  TO  STABILITY 

The  preceding  analysis  indicates  that  the  two  most  common  ways  of  adjusting  state  and 
local  budgets  to  a  recession  —  expenditure  cuts  and  tax  increases —are  likely  to  exert  a  depressing 
influence  on  the  economy.  In  the  face  of  declining  tax  yields,  the  only  way  in  which  state  and 
local  governments  can  maintain  or  expand  their  expenditures  without  adverse  effects  on  aggregate 
demand  is  by  more  extensive  reliance  on  reserves  and  borrowing.  Since  it  is  probable  that  reserves 
will  be  small,  reliance  must  rest  mainly  on  an  expansion  of  borrowing.  Incentive  tax  reduction  and 
additional  Federal  aid  must  also  be  based  on  borrowing,  if  they  are  to  accomplish  their  intended 
purpose. 

But  borrowing  is  subject  to  limitations.  In  the  case  of  state  and  local  governments,  i  t  is  not 
desirable  to  borrow  to  defray  current  expenses,  current  charges  and  current  obligations.  With  a  few 
possible  exceptions,  borrowing  should  be  restricted  to  the  financing  of  durable  capital  facilities. 
This  additional  restriction  complicates  the  problem  of  budgetary  adjustment.  During  a  recession, 
state  and  local  governments  must  avoid  expenditure  cuts  and  tax  increases;  they  must  maintain 
or  expand  their  total  expenditure  through  increased  resort  to  borrowing;  but  they  must  not  increase 
their  long-term  indebtedness  for  purely  current  purposes. 
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To  satisfy  all  of  the  above  conditions  simultaneously,  a  government  must  either  possess  un- 
usually ample  reserves,  or  it  must  approach  a  recession  with  revenue  receipts  which  are  substan- 
tially in  excess  of  current  expenditure  needs.  A  partial  pay-as-you-go  plan  for  financing  capital 
projects  offers  a  rational  method  of  providing  both  the  required  revenue  excess  and  an  expansion 
of  borrowing  for  capital  outlays  during  a  recession. 

A  partial  pay-as-you-go  plan  means  that  revenue  in  a  normal  non-recession  year  must  be  large 
enough  to  cover  not  only  all  expenditure  on  current  account  but  a  sizeable  proportion  of  capital 
expenditure  as  well.  Where  a  plan  of  this  kind  has  been  followed,  revenue  normally  used  to  finance 
capital  outlays  may  be  shifted  to  the  support  of  current  activities  when  a  recession  which  reduces 
total  revenue  occurs.,  Current  expenditures  may  thus  be  maintained  at  pre-recession  levels  with- 
out necessitating  a  rise  in  taxes.  If  the  proper  advance  preparations  have  been  made,  a  stepped- 
up  program  of  capital  construction  may  be  financed  on  the  basis  of  expanded  borrowing. 


THE    PRESENT  SITUATION 

The  main  defenses  of  state  and  local  governments  against  a  recession  would  appear  to  be: 
(1)  a  substantial  margin  of  revenue  which  is  presently  being  utilized  for  capital  outlays  but  which 
might  be  shifted  to  the  support  of  current  services  should  the  necessity  arise;  (2)  accumulated  re- 
serves; and  (3)  the  capacity  to  expand  borrowing  as  needed  to  maintain  or  to  increase  the  pre- 
recession  volume  of  capital  construction.  These  defenses  must,  for  the  most  part,  be  built  up  in 
times  of  high  prosperity.  To  attempt  to  provide  a  revenue  surplus  and  to  accumulate  reserves 
after  a  recession  has  arrived  would  obviously  be  self-defeating. 

This  leads  us  to  inquire  into  the  present  state  of  our  defenses.  To  what  extent  are  state  and 
local  governments  now  financing  their  capital  outlays  on  a  pay-as-you-go  basis?  How  much  of  the 
revenue  so  used  could  be  shifted  to  the  support  of  current  services  should  the  need  arise?  What 
is  the  present  size  of  state  and  local  reserves  and  what  restrictions,  if  any,  would  apply  to  their 
spending?  Are  there  any  impediments  which  would  limit  or  slow  up  an  expansion  of  state  and 
local  borrowing  during  a  recession?  Finally,  what  can  state  and  local  governments  do  in  the 
period  immediately  ahead  to  strengthen  their  recession  defenses? 

For  answers  to  these  questions  we  must  rely  mainly  on  the  annual  compilations  of  the  Gov- 
ernment's Division  of  the  Bureau  of  the  Census  which  cover  only  state  governments  and  cities 
with  populations  of  25,000  or  more.  These  units  of  government  originally  receive  about  70  per- 
cent of  all  state  and  local  revenue.  The  latest  period  for  which  published  data  are  at  hand  is  the 
fiscal  year  which  ended  in  1952.  Unsatisfactory  as  these  data  are,  they  yield  important  infor- 
mation. 
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REVENUE 

As  far  as  state  governments  are  concerned,  the  revenue  situation  would,  at  first  blush,  appear 
fairly  bright.  Excluding  the  receipts  of  insurance  trust  funds,  aggregate  state  revenue  from  all 
sources  reached  a  total  of  14.4  billion  dollars  in  1952.  Expenditures  for  current  purposes,  includ- 
ing current  operation,  assistance  and  subsidies,  payments  to  other  governments,  interest,  debt 
redemption,  and  contributions  to  employee  retirement  funds,  came  to  a  total  of  12.5  billion  dol- 
lars. This  left  a  margin  of  1.8  billion  dollars,  or  13  percent  of  total  revenue,  available  for  capital 
outlays  and  increase  of  reserves.  The  relative  size  of  the  revenue  margin  varied,  of  course,  from 
state  to  state.  Thus,  it  was  over  20  percent  of  total  revenue  in  Minnesota  and  Texas  but  less  than 
6  percent  in  New  York  and  Pennsylvania. 

When  these  revenue  margins  are  further  analyzed,  however,  it  becomes  apparent  that  they  are 
attributable  almost  entirely  to  the  operations  of  state  highway  funds.  For  all  of  the  states  com- 
bined, highway  revenues  exceeded  highway  expenditures  exclusive  of  capital  outlays  by  nearly 
1.6  billion  dollars  in  1952.  This  indicates  an  average  revenue  margin  of  only  2  percent  with  re- 
spect to  the  operations  of  all  other  state  funds.  In  not  a  few  states  general  fund  revenue  in  1952 
was  barely  sufficient  to  cover  current  expenditure  needs.  Unless  these  states  find  it  possible  to 
shift  some  of  their  highway  revenue  to  the  support  of  other  functions,  they  will  be  obliged  to  make 
expenditure  cuts  or  to  raise  taxes  in  the  event  of  a  recession. 

In  this  connection  it  is  pertinent  to  note  that  in  only  four  states  —  Delaware,  Georgia,  New 
York  and  Rhode  Island  —  are  gasoline  tax  revenues  covered  into  the  general  fund.  In  all  other 
states  they  are  dedicated  to  specific  purposes  or  segregated  in  special  funds.  The  Hayden- 
Cartwright  Act  of  1934,  moreover,  imposes  a  penalty  with  respect  to  the  allocation  of  Federal 
highway  aid  on  states  that  divert  highway-user  imposts  to  non-highway  uses. 

As  regards  the  481  cities  of  the  country  with  populations  of  25,000  or  over,  the  revenue  situ- 
ation in  1952  was  as  follows:  Total  revenue,  excluding    the  receipts  of  insurance  trust  funds, 
amounted  to  6.4  billion  dollars.  Total  expenditures,  excluding  capital  outlays  totaled  5.8  billion 
dollars.  The  revenue  margin  available  for  capital  outlays  or  increase  of  reserves  was,  therefore, 
600  million  dollars,  or  about  9  percent  of  total  revenue. 

The  ratios  for  individual  cities,  however,  showed  a  wide  range  of  divergence.  On  the  basis  of 
the  method  of  calculation  used  for  the  present  purpose,  which  does  not  take  into  account  amounts 
drawn  from  reserves,  Philadelphia  had  an  indicated  revenue  deficit.  New  York  City  had  a  revenue 
margin  of  less  than  3  percent.  Los  Angeles  and  Charlotte,  N.C.,  on  the  other  hand,  had  revenue 
margins  in  excess  of  20  percent.  With  respect  to  cities,  we  are  thus  obliged  to  conclude  that  un- 
less some  of  them  increase  their  present  revenue  margins,  they  will  be  forced  either  to  reduce 
their  expenditure  or  to  impose  additional  taxes  in  the  event  of  a  recession. 
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RESERVES 

The  total  cash  and  security  holdings  of  all  state  governments,  excluding  offsets  to  long- 
term  debt  and  the  holdings  of  insurance  trust  funds,  amounted  to  approximately  7.7  billion  dol- 
lars at  the  end  of  the  fiscal  year  1952.  This  was  equivalent  to  about  53  percent  of  the  aggregate 
of  all  state  revenue  for  that  year.  A  quick  look  at  individual  states  shows  Minnesota  with  cash 
and  security  holdings  equivalent  to  125  percent  of  its  revenue;  California  with  the  equivalent 
of  76  percent;  and  Pennsylvania  and  New  York  with  holdings  representing  about  30  percent  of 
total  revenue. 

The  available  statistics  give  no  clue  to  the  extent  to  which  these  liquid  assets  would  be 
available  for  the  support  of  current  services  in  the  event  of  a  revenue  decline.  There  is  evi- 
dence, however,  that  at  least  a  fifth  of  the  assets  in  question  belong  to  highway  funds.  Another 
substantial  fraction  probably  represents  the  proceeds  of  bond  issues  pledged  for  specific  non- 
highway  construction  projects.  Still  another  fraction  presumably  represents  past  revenue  sur- 
pluses which  have  already  been  appropriated  and  against  which  commitments  for  construction 
have  already  been  made. 

The  481  cities  with  populations  of  25,000  and  over  had  cash  and  security  holdings  to  the 
amount  of  2.5  billion  dollars  at  the  end  of  the  fiscal  year  1952.  This  amount  does  not,  of 
course,  include  offsets  to  long-term  debt  and  the  assets  of  insurance  trust  funds.  For  all  cities 
combined,  the  average  ratio  of  liquid  assets  to  revenue  was  39  percent.  In  the  case  of  Phila- 
delphia, however,  such  assets  represented  67  percent  of  revenue,  whereas  in  the  case  of  New 
York  City  they  represented  only  17  percent.  As  in  the  case  of  similar  liquid  reserves  held  by 
the  states,  there  is  no  way  of  ascertaining  from  the  Census  statistics  the  extent  to  which  these 
reserves  are  already  subject  to  commitments,  nor  the  extent  to  which  they  represent  minimum 
requirements  for  working  capital. 


BORROWING  POWER 

The  capacity  of  state  and  local  governments  to  expand  their  borrowing  is  undoubtedly 
greater  at  the  present  time  than  it  was  in  the  1920's  and  early  1930's.  Striking  evidence  of 
this  is  furnished  by  the  lower  ratio  of  interest  costs  to  total  revenue.  In  1929,  the  aggregate 
interest  payments  of  all  state  and  local  governments  represented  about  10  percent  of  their 

total  revenue.  In  1952,  despite  an  80  percent  increase  in  state  and  local  indebtedness,  inter- 
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est  payments  represented  less  than  3  percent  of  total  revenue.— 

But  serious  obstacles  to  the  prompt  expansion  of  state  and  local  indebtedness  in  the 
event  of  a  recession  still  exist,  <r  the  states,  the  incurring  of  debt  by  state  and  local 
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governments  is  subject  to  both  constitutional  and  statutory  restrictions.  The  constitutions  of  a 
few  states  forbid  their  state  governments  to  contract  any  debt  for  any  purpose  whatsoever.  In 
other  states  an  affirmative  referendum  vote  is  required  to  legalize  a  bond  issue.  A  common 
form  of  statutory  restriction  limits  local  indebtedness  to  a  specified  percentage  of  the  total 
assessed  value  of  the  taxable  property  within  the  local  jurisdiction. 

The  above  obstacles  are  not  necessarily  insurmountable.  Bond  elections  may  be  held  to 
authorize  bonds  which  are  not  to  be  issued  immediately.  Given  time,  statutory  debt  limits  may 
be  liberalized  through  legislative  enactments.  If  this  is  not  considered  desirable,  assessment 
ratios  and  assessed  valuations  may  be  raised.  Debt  limitations  commonly  apply  only  to  so-called 
"full  faith  and  credit  debt",  that  is  obligations  for  which  the  credit  of  the  issuing  government 
is  unconditionally  pledged.  Nonguaranteed  securities  which  do  not  carry  the  full  faith  and 
credit  pledge  are  generally  exempt  from  legal  debt  limitations.  The  most  common  type  of  non- 
guaranteed  obligation  is  the  so-called  revenue  bond.  The  volume  of  revenue  bonds  outstanding 
has  been  growing  rapidly.  Last  year  they  accounted  for  approximately  a  third  of  ali  new  state 
and  local  long-term  issues. 

The  so-called  "government  authority",  which  usually  issues  only  revenue  bonds,  repre- 
sents a  convenient  device  for  circumventing  both  exhausted  debt  limits  and  constitutional  re- 
strictions on  borrowing.  The  New  York-New  Jersey  Port  Authority  is  an  institution  of  long 
standing.  There  are  now  scores  of  toll  highway  and  bridge  authorities.  School  building  authori- 
ties are  now  functioning  in  Pennsylvania,  Georgia  and  Maine.  School  buildings  are  leased  to 
local  jurisdictions  and  the  bond  issues  of  the  authorities  are  secured  by  leasehold  rental 
payments  financed  from  local  appropriations. 

Another  obstacle  which  might  prevent  state  and  local  governments  from  expanding  their 
borrowing  to  the  required  degree  during  a  recession  is  the  fact  that  small  units  of  government 
issuing  securities  in  small  volume  and  at  rare  intervals  are  at  a  disadvantage  in  selling  their 
bonds.  The  states  and  larger  cities  ordinarily  find  a  ready  market  for  their  securities  but  small- 
er units  of  government  are  not  infrequently  forced  to  rely  exclusively  on  their  local  banks  and 
local  capitalists.  When  they  attempt  to  tap  the  national  capital  market,  they  are  penalized  by 
higher  interest  rates  which  may  or  may  not  accord  with  their  actual  financial  condition. 

One  way  of  improving  the  credit  position  of  the  small  government  unit  is  the  marketing  of 
all  local  securities  through  a  central  state  agency.  This  method  has  been  successfully  employed 
in  North  Carolina  for  the  last  two  decades.  All  local  governments  in  the  state  must  secure  the 
approval  of  the  North  Carolina  Local  Government  Commission  in  order  to  borrow  for  any  pur- 
pose whatever.  As  a  prior  condition  to  its  approval,  the  Commission  requires  the  submission 
of  financial  and  economic  data  bearing  on  the  ability  of  the  petitioning  government  to   service 
the  proposed  new  debt.  Centralized  marketing  permits  the  Commission  to  consolidate  small 
bond  issue  into  blocks  sufficiently  large  to  interest  the  more  important  national  underwriting 
groups.  The  Commission's  knowledge  of  the  sources  of  investment  funds,  both  within  and 
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without  the  state,  has  resulted  in  a  marked  reduction  in  interest  costs  for  the  smaller  units  of 
government. 

State  loans  to  counties  and  school  districts,  from  funds  secured  through  the  sale  of  state 
bonds,  represent  another  way  of  solving  the  credit  problem  of  the  small  political  unit.  The 
State  of  California  recently  put  into  effect  a  435  million  dollar  program  of  state  capital  outlay 
loans  to  local  school  districts.  This  program  was  financed  by  bonds  secured  by  the  full  faith 
and  credit  of  the  state  government.  A  similar  program    financed  through  the  sale  of  state  bonds 
was  adopted  by  the  State  of  Washington.  Under  the  Washington  plan,  state  loans  to  local  school 
districts  for  capital  outlays  are  repayable  within  a  period  of  ten  years,  circumstances  permitting. 
Instead  of  loans,  a  number  of  states,  including  Delaware,  Maryland,  North  Carolina  and  South 
Carolina,  are  making  grants-in-aid  to  local  jurisdictions  for  school  construction,  the  funds  for 
this  purpose  being  obtained  through  the  sale  of  state  bonds. 

A  final  doubt  concerning  the  capacity  of  state  and  local  governments  to  expand  their  bor- 
rowing during  a  recession  relates  to  the  ability  and  willingness  of  investors  to  purchase  an  ex- 
panded volume  of  security  issues  on  reasonable  terms.  In  this  connection  it  should  be  noted 
that  state  and  local  governments  are  in  a  better  position  than  they  have  ever  been  before  to  pur- 
chase a  large  share  of  their  own  issues.  State  and  local  governments  now  hold  12.5  billion  dol- 
lars worth  of  Federal  securities  in  their  various  trust  funds  and  reserves.  Assuming  that  the 
Federal  Reserve  System  will  support  the  market  for  Federal  securities,  state  and  local  govern- 
ments should  be  able  to  substitute  their  own  new  issues  for  a  portion  of  their  Federal  holdings, 
should  the  occasion  demand. 

State  and  local  employee  retirement  funds  now  have  assets  in  excess  of  6  billion  dollars 
and  their  reserves  are  growing  at  the  rate  of  700  million  dollars  per  year.  These  funds  furnish 
a  market  for  state  and  local  bonds  which,  if  need  be,  could  be  extended.  The  Controller  of  New 
York  State  recently  purchased,  at  yields  below  the  current  market  rate,  ten  bond  issues  of  rural 
school  districts,  to  the  amount  of  20  million  dollars,  as  investments  for  public  employee  pension 
funds.  Similarly,  in  Pennsylvania,  the  state  School  Building  Authority  placed  over  16  million 
dollars  of  3  percent  school  revenue  bonds  directly  with  state  pension  funds. 


FOR   ACTION   NOW 

The  best  time  to  prepare  for  a  recession  is  a  period  of  rising  prosperity  but  there  are  cer- 
tain steps  which  state  and  local  governments  can  take  at  any  time  to  strengthen  their  recession 
defenses.  These  steps  may  be  summarized  as  follows: 

1.  As  a  means  of  stabilizing  their  current  services  and  of  avoiding  expenditure  cuts 
and  tax  increases  during  a  recession,  state  and  local  governments  should  seek  to 
place  themselves  on  a  partial  pay-as-you-go  basis  with  respect  to  the  financing  of 
capital  outlays  during  non-recession  years. 
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2.  In  a  period  of  economic  uncertainty,  governments  should  strive  to  secure  the  revenue 
margin  necessary  for  the  above  purpose  through  the  elimination  of  waste  and  inefficiency. 
The  resulting  savings  should  not  be  allowed  to  reduce  total  expenditure  but  should  be 
used  to  finance  new  and  needed  additions  to  the  capital  construction  program. 

3.  State  governments  should  give  consideration  to  ways  and  means  of  temporarily  shift- 
ing to  the  support  of  current  government  services  a  portion  of  the  highway  revenue 
now  used  for  construction  purposes  against  the  contingency  that  such  action  might 
become  desirable  during  a  recession  as  a  means  of  averting  expenditure  cuts  and 
tax  increases.  An  expanded  bond-financed  program  of  highway  construction  and  the 
assumption  by  state  general  funds  of  amounts  of  highway  indebtedness  equal  to  the 
amounts  of  highway  revenue  diverted  should  meet  the  requirements  of  the  Hayden- 
Cartwright  Act. 

4.  State  and  local  governments  with  accumulated  revenue  surpluses  which  have  not  as 
yet  been  spent  but  which  have  been  appropriated  for  construction  projects  should 
consider  the  advisability  of  financing  a  portion  of  such  projects  through  bond  issues 
in  order  to  create  reserves  which  would  be  applicable  to  the  support  of  current  serv- 
ices during  a  recession. 

5.  The  states  and  localities  should  prepare  shelves  or  reservoirs  of  needed  public 
works  scheduled  in  order  of  urgency  with  a  sufficient  number  of  projects  in  the 
blueprint  stage  to  permit  a  prompt  expansion  of  construction  work  should  that  be- 
come desirable. 

6.  State  and  local  governments  should  ascertain  now  what  obstacles,  if  any,  would 
prevent  or  slow  down  an  expansion  of  their  borrowing  during  a  recession  and 
should  make  appropriate  advance  preparations  to  remove  or  to  circumvent  them. 
Whether  such  preparations  call  for  the  advance  approval  of  bond  issues,  the 
liberalization  of  obsolete  debt  limitations,  the  creation  of  authorities,  or  other 
measures,  will  depend  on  the  circumstances  of  each  case. 

7.  State  governments  should  develop  plans  to  assist  local  governments  to  maintain 
or  to  expand  their  construction  programs  during  a  recession.  In  this  connection 
they  should  give  consideration  to  such  devices  as  the  marketing  of  local  bonds 
through  central  state  agencies,  the  purchase  of  local  securities  by  public  em- 
ployee retirement  funds,  state  guarantees  of  local  bond  issues,  and  state  loans 
or  grants  for  local  construction  financed  on  the  basis  of  state  bond  issues. 
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SIGNALS  FOR  ACTION  TO  PREVENT  RECESSION 

h 

IRWIN  FRIEND 

Research  Professor  of  Finance 
Wharton  School  of  Finance  and  Commerce 
University  of  Pennsylvania 

This  memorandum  will  be  devoted  to  a  discussion  of  the  types  of  "signals"  or  statistical 
series  which  are  available  for  predicting  the  danger  of  recession.  The  purpose  is  to  determine 
which  bodies  of  data  will  most  accurately  and  expeditiously  forecast  a  downturn  in  overall 
economic  activity  and  be  most  useful  for  policy  formation.  In  view  of  the  limitations  of  even 
the  best  of  the  available  "signals",  an  attempt  will  also  be  made  to  indicate  the  degree  of  con- 
fidence that  can  be  placed  iit  any  predictions  as  well  as  to  develop  the  types  of  supplementary 
information  necessary  to  confirm  changes  in  the  trend  of  economic  activity. 

The  focus  of  attention  in  this  memorandum  is  on  signals  for  action,  not  on  the  appropriate 
types  of  action.  Relatively  little  consideration  will  be  given  to  the  proper  role  of  the  government 
and  other   sectors  of  the  economy  in  averting  recession  and  the  appropriate  policies  to  be  follow- 
ed. It  is  recognized  of  course  that  the  two  aspects  —  i.e.,  knowing  when  a  problem  exists  vs. 
knowing  what  to  do  about  it  —  cannot  be  completely  divorced  since  signals  of  varying  degrees  of 
seriousness  might  call  for  action  of  different  types  (including  at  times  no  action).  Thus  a  mild 
inventory  readjustment  presumably  does  not  require  the  same  measures  as  a  major  depression 
initiated  by  a  downturn  in  capital  goods  activity.  '.Also,  if  there  is  sufficient  evidence  of  the 
probable  onset  of  recession  so  that  it  appears  desirable  to  do  something,  but  the  evidence  is  not 
completely  convincing  and  there  is  still  some  danger  of  adding  inflationary  fuel,  a  type  of  action 
is  implied  uhich  can  readily  be  reversed  (e.g.,  certain  monetary  measures);  even  if  the  signal  is 
not  corroborated  by  subsequent  events  of  the  situation  is  changed  by  the  action  taken,  not  too 
much  is  lost. 

In  this  connection  it  should  be  pointed  out  that  in  a  discussion  of  signals  for  action  an  im- 
plicit assumption  is  made  that  positive  measures  of  one  sort  or  another  to  influence  cyclical 
movements  are  sometimes  desirable.  There  is  probably  general  but  by  no  means  universal  agree- 
ment with  this  supposition.  The  agreement  however  is  general  enough  so  that  action  is  likely  to 
be  taken  by  policy  makers  to  some  extent  in  anticipation  of  cyclical  swings  but  particularly 
when  it  appears  that  recessionary  (or  at  other  times  inflationary)  influences  predominate.  This 
memorandum  is  concerned  not  with  the  measures  which  are  intended  to  iron  out  fluctuations  in 
the  economy  generally,  e.g.,  the  built-in  stabilizers,  but  with  measures  required  when  economic 
conditions  deteriorate.  Timing  of  the  latter  types  of  measures  will  depend  on  the  development 
of  adequate  "signals." 
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Both  the  terms  "signals"  and  "recession"  merit  further  examination.  "Signals"  can  be  con- 
sidered narrowly  to  refer  to  series  for  forecasting  prospective  changes    in  the  economic  climate. 
It  is  in  this  sense  that  they  will  be  used  in  most  of  the  following  discussion,  so  that  the  same 
signals  might  signify  different  action  or  no  action  to  policy  makers  of  varying  economic  philoso- 
phies. "Signals"  may  be  used  in  another  sense  also  —  as  an  indication  or  value  judgment  that 
positive  action  is    desirable.  They  will  occasionally  be  so  used  in  this  memorandum  but  on  a  sug- 
gestive basis  only.  It  is  not  intended  to  imply  that  there  is  any  general  agreement  on  the  values 
tentatively  selected  as  a  basis  for  action,  nor  is  it  considered  the  purpose  of  this  memorandum 
to  analyze  the  economic  and  social  pros  and  cons  of  measures  to  prevent  varying  degrees  of 
maladjustment  or  nonutilization  of  resources. 

The  definition  of  recession  is  largely  a  matter  of  convenience.  For  example,  for  many  pur- 
poses recession  can  be  considered  as  any  downturn  in  economic  activity  or  more  precisely  any 
decline  in  gross  national  product  (deflated  and  seasonally  adjusted)  extending  say  for  more  than 
three  months.  Using  such  a  definition,  there  was  a  recession  in  1949,  the  only  one  in  the  post- 
war period  up  to  the  present  time,  excluding  the  readjustment  following  the  war.  However,  there 
is  nothing  sacrosanct  about  the  definition  indicated.  Perhaps  a  decline  of  less  than  a  year  should 
be  considered  a  temporary  disturbance  or  period  of  adjustment  rather  than  a  recession;  in  this 
event  1949  is  no  longer  a  recession.  It  might  be  reasonable  to  require  a  downward  movement  of 
more  than  5%  before  the  term  recession  is  used;  again  1949  would  no  longer  be  a  recession  but 
simply  a  pause  in  the  upward  surge  of  business  activity  characterizing  the  postwar  period. 

Moreover,  it  could  be  argued  that  characterizing  a  period  as  recessionary  in  terms  of  move- 
ment in  economic  activity  alone  misses  the  point  that  the  level  should  also  be  considered.  'A 
year  like  1933  when  the  gross  national  product  started  to  move  up  was  probably  much  more  in 
need  of  positive  action  than  the  quarters  of  1949  when  the  gross  national  product  moved  down. 
Thus  it  could  be  maintained  that  the  extent  of  unemployment  or  nonutilization  of  resources  should 
be  considered  in  the  concept  of  recession.  Fortunately  the  precise  definition  of  a  recession  is 
not  significant.  What  is  important  is  the  characterization  of  economic  conditions  which  are 
sufficiently  depressed  or  unhealthy  as  to  warrant  preventive  or  corrective  action.  In  this  memor- 
andum though  most  of  the  discussion  will  be  devoted  to  signals  of  deterioration  in  the  eco- 
nomic situation,  some  attention  as  suggested  above  will  be  paid  to  the  levels  at  which  action 
might  be  taken. 


TYPES  OF  SIGNALS 

There  are  amultiplicityof  bodies  of  data  and  combinations  of  data  that  are  used  for  pro- 
jecting changes  in  economic  activity  and  correspondingly  many  different  ways  in  which  these 
approaches  can  be  typed.  These  range  from  simple,  qualitative  nistorical  analogies  to  detailed, 
quantitative  analyses  of  the  current  situation  relying  not  only  on  historical  relationships  but  on 
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any  other  available  information.  Perhaps  the  most  useful  classification  of  the  different  approaches 
for  present  purposes  is  into  two  groups:  first,  the  approach  which  attempts  to  find  a  single  series 
or  combination  of  series  which  will  lead  movements  in  total  economic  activity;  second,  the 
approach  which  breaks  down  total  economic  activity,  as  measured,  say,  by  the  gross  national 
product,  into  its  major  component  parts  and  attempts  on  the  basis  of  specialized  knowledge  about 
these  components  and  past  relationships  among  them  to  project  changes  in  the  total  level  of 
activity.  The  first  type  of  approach  varies  in  complexity  from  the  pig  iron  series,  stock  market 
prices  and  data  on  money  rates  used  some  years  ago  as  economic  barometers  by  the  Cleveland 
Trust  Company,  Harvard  Economic  Service  and  others  to  the  current  much  more  elaborate  and 
comprehensive  list  of  over  600  time  series  of  the  National  Bureau  of  Economic  Research.  The 
latter  organization  attempts  to  categorize  on  the  basis  of  past  behavior  a  high  proportion  of  all 
published  economic  indices  into  "leaders"  classified  by  reliability  of  performance  and  time 
period  of  lead  "roughly  coincident"  series,  and  "laggers"  with  respect  to  their  relation  to  over- 
all economic  activity.  A  discussion  of  the  actual  series  used  (new  orders,  stock  prices,  etc.)  will 
be  given  subsequently. 

The  second  type  of  approach  includes  the  fairly  intricate  and  relatively  sophisticated  eco- 
nometric models  attempting  to  picture  the  workings  of  our  economy  over  time  even  to  the  point  of 
having  built-in  or  self-generated  cyclical  movements.  These  are  still  in  an  experimental  stage  and 
are  not  as  yet  widely  used  for  forecasting  purposes.  However,  this  approach  also  includes  simple 
models  which  project  the  level  of  economic  activity  over  rather  short  periods  of  time  by  starting 
with  the  current  total  and  structure  of  the  gross  national  product,  using  whatever  external  data  are 
available  to  determine  the  likelihood  of  "independent"  changes  in  any  major  sector  of  the  total 
product,  and  then  estimating  roughly  the  likely  impact  of  such  changes  on  the  rest  of  the  gross 
national  product. 

These  simple  constructions  of  estimated  near-term  changes  in  the  gross  national  product  have 
been  greatly  facilitated  in  the  period  after  World  War  II  by  the  development  of  data  on  business 
and  consumer  spending  plans  or  anticipations.  Formerly,  for  example,  business  investment  for  a 
period  ahead  was  either  considered  a  factor  in  the  business  situation  which  could  not  be  esti- 
mated in  advance,  or  was  projected  by  some  lagged  relation  with  such  variables  as  sales,  profits, 
costs  of  financing,  or  stock  of  capital;  currendy,  short-run  forecasting  of  business  investment  is 
much  more  likely  to  rely  on  the  anticipations  data.  Indeed  the  use  of  anticipations  data  for  eco- 
nomic predictions  has  become  so  widespread  in  recent  years  and  so  integral  a  part  of  the  forecast- 
ing arsenal  that  a  useful  alternative  classification  of  types  of  signals  to  the  one  employed  here 
would  be  to  distinguish  between  those  based  on  anticipations  data  and  those  based  on  past 
relationships  between  economic  activity  and  the  variables  under  consideration. 

The  anticipations  data  are  considered  to  fit  better  into  the  framework  of  the  second  type 
of  approach  indicated  above  —  i.e.,  as  an  aid  in  the  construction  of  a  simple  model  depicting 
the  likely  changes  in  the  level  and  composition  of  the  gross  national  product  —  than  as  additional 
series  which  might  "lead"  overall  economic  activity.   .An  anticipated  change  of  X  billion  dollars 
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in  expenditures  on  plant  and  equipment  by  business  for  some  period  ahead  is  more  readily  and 
effectively  combined  with  an  anticipated  change  (not  necessarily  in  the  same  direction)  of  Y 
billion  dollars  in  expenditures  on  nevv  homes  or  durable  goods  by  consumers  in  a  gross  national 
product  model  than  it  is  in  a  count  of  "lead"  series  which,  as  a  result  of  a  reversal  in  trend, 
foreshadow  a  change  in  the  economic  situation.  A  more  appropriate  weighting  of  X  and  Y,  which 
may  be  of  completely  different  magnitudes  and  even  of  different  signs,  seems  feasible  in  the  model 
approach  than  in  the  "lead"   approach.  In  the  latter,  X  and  Y  would  each  be  given  equal  weight 
with  any  other  series  —  perhaps  stock  prices  —  wnich  have  in  the  past  given  about  as  good  results 
in  "leading"  changes  in  overall  economic  activity. 

It  should  be  stressed  that  the  anticipations  data  mentioned  above  refer  to  surveys  of  the 
amounts  which  business,  consumer  and  government  units  budget,  plan  or  anticipate  spending. 
They  do  not  refer  to  judgment  surveys  of  experts  or  persons  generally  where  the  respondent  does 
not  have  specialized  knowledge  and  control  over  the  items  involved.  The  judgment  surveys,  though 
of  older  vintage  than  the  anticipations  data,  have  been  increasingly  popular  in  the  postwar  period. 
Such  surveys  can  be  integrated  into  either  of  the  two  types  of  approaches  ou dined  earlier. 

'A  more  detailed  discussion  of  the  relative  advantages  of  the  two  basic  approaches  and  the 
derivation  of  specific  signals  will  be  left  for  later  sections.  It  should  be  pointed  out  immediately, 
however,  that  the  approach  used  by  different  analysts,  as  well  as  the  specific  data  stressed,  to 
some  extent  depends  not  on  a  demonstrable  factual  basis  but  on  a  particular  theory  of  business 
fluctuations.  Those  who  stress  monetary  factors  may  prefer  somewhat  different  "signals"  than 
those  who  have  a  non-monetary  over-investment  theory  of  the  cycle.  Persons  who  are  dubious 
about  any  neat  theory  of  the  cycle  will  take  a  more  purely  empirical  approach,  perhaps  along  the 
lines  followed  by  the  National  Bureau  of  Economic  Research.  Our  present  information  does  not 
permit  differentiating  among  a  number  of  these  theories,  but  fortunately  it  is  not  necessary  to 
rely  exclusively  on  one  type  of  signal  alone.  When  the  different  types  of  signals  which  have  been 
selected  on  the  basis  of  reasonableness  and  previous  performance  agree,  there  is  no  problem. 
Where  they  conflict,  a  problem  exists  and  the  relative  weights  to  be  ascribed  to  the   different 
signals  must  be  analyzed. 


CRITERIA    FOR   SELECTION 

It  is  desirable  that  the  data  selected  as  signals  of  recession  forecast  with  as  much  accuracy 
and  as  long  a  lead  as  possible,  first,  the  approximate  timing  of  a  downturn    in  economic  activity, 
second,  the  magnitude  or  seriousness  of  the  downturnand,  third,  the  sectors  affected.  The  first  type 
of  information  is  particularly  significant  for  the  initiation  of  action  since  the  projection  of  even  a 
small  downturn,  except  in  a  period  of  real  inflation,  would  normally  be  considered  a  signal  for  some 
mild  counter-measures  (e.g.,  a  slight  loosening  of  a  tight  money  policy).  The  second  and  third  types 
of  information,  which  are  to  some  extent  inter- related,  also  have  obvious  importance  since  types  of 
measures  applicable  to  a  small  inventory  readjustment,  if  any  are  considered  necessary,  are  quite 
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different  from  those  appropriate  to  a  major  weakening  in  the  demand  for  final  goods  by  consumers, 
business,  or  government.  Moreover,  if  signals  exist  which  reliably  predict  the    intensity  of  a 
recession,  it  would  be  unnecessary  to  undertake  positive  action  simply  because  it  is  known  that 
a  downturn  is  probable  and  there  is  always  a  real  danger  that  a  small  decline  if  not  checked 
initially  may  turn  into  a  major  depression. 

It  is  apparent  that  the  accuracy  or  reliability  of  the  signal  is  basic  to  its  usefulness.  The 
requirement  as  to  "lead"  is  sufficient  time  to  take  desired  action.  This  of  course  varies  with  the 
type  of  action.  Monetary  measures  can  be  instituted  in  a  matter  of  weeks  or  less;  tax  changes  will 
normally  take  some  months  between  proposal  and  the  time  of  their  effectiveness;  public  works 
programs  would  probably  require  a  longer  period.  Consequently,  a  reliable  signal  will  be  useful 
even  with  a  relatively  short  lead  (say  less  than  three  months)  but  would  be  much  more  useful  with 
a  longer  lead  (say  three  months  to  a  year).  The  special  significance  of  the  "lead"  lies  partly  in 
providing  sufficient  time  to  take  counter-measures  before  any  ill  effects  are  suffered  but  more 
importantly  to  head  off  recessionary  influences  which  can  have  accumulative  effects. 

Though  it  is  relatively  easy  to  give  a  general  description  of  the  desirable  characteristics  of 
data  to  be  used  as  a  "signal",  it  is  more  difficult  to  devise  specific  criteria  or  tests  for  selection. 
Everyone  will  agree  that  the  signals  chosen  should  be  as  reliable  as  possible,  but  the  question 
is  how  this  can  be  insured.  The  reliability  sought  of  course  refers  to  the  future,  not  to  someone's 
notion  of  how  well  the  series  behaved  in  the  past.  Nevertheless,  it  is  necessary  to  begin  with 
past  performance,  and  the  series  being  tested  for  possible  utility  as  a  "signal"  must  be  analyzed 
with  respect  to  their  success  in  predicting  previous  movements  in  economic  activity.  Such  success 
will  obviously  be  more  conclusive  if  a  series  has  been  in  existence  for  a  reasonable  length  of 
time  preferably  covering  a  number  of  cyclical  swings  in  business,  if  its  performance  in  recent 
years  particularly  has  been  satisfactory,  and  if  there  is  a  reasonable  theoretical  expectation  for 
the  series  to  continue  to  behave  as  it  has  in  the  past. 

The  test  of  a  prospective  "signal"  will  also  be  more  convincing  if  the  series  involved  has 
been  used  to  make  actual  predictions  rather  than  only  to  determine  what  its  performance  would 
have  been  had  it  been  used  in  this  manner.  '.As  is  well  known,  the  ability  of  analysts  to  explain 
past  events  with  a  virtually  limitless  fund  of  data  and  relationships  to  pick  from  has  always  been 
greater  than  their  ability  to  forecast  the  future.  'A  case  in  point  is  the  sad  experience  of  the  most 
reputable  "signals"  used  in  the  late  1920's  (generally  derived  from  single  or  a  few  series  repre- 
senting specific  economic  activities  that  had  led  total  business  in  the  past  even  though  there 
may  not  have  been  any  strong  theoretical  basis  for  the  lead-lag  relationship)  which  in  retrospect 
were  able  to  predict  turning  points  of  past  decades  but  failed  to  predict  the  Great  Depression. 

In  choosing  series  with  a  sufficiently  long  "lead,"  there  are  several  factors  to  be  considered. 
The  lead  should  not  be  too  variable;  there  is  little  interest  in  knowing  that  a  recession  will  event- 
ually confront  us.  In  computing  the  lead  of  a  series  from  the  viewpoint  of  its  usefulness  as  a 
basis  for  action,  it  is  necessary  to  take  into  account  the  time  required  for  the  collection  and 
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processing  of  the  basic  data.  The  same  estimates  should  be  analyzed  for  "lead"  as  for  relia- 
bility as  a  signal;  there  is  no  justification  for  using  preliminary  estimates  in  deriving  a  lead 
time  for  a  forecast  and  final  estimates  in  testing  the  reliability  of  that  forecast.  Finally,  it  is 
important  to  note  that  the  lead  which  is  relevant  for  policy  purposes  must  allow  for  any  time 
necessary  for  smoothing  or  otherwise  adjusting  the  data  before  they  can  be  used.    Frequently 
it  is  only  in  retrosp  ect  that  it  is  possible  to  tell  that  one  statistical  series  led  another. 

There  are  a  number  of  other  c.riteria  which  should  be  applied  in  the  selection  of  a  pros- 
pective "signal"  or  basis  for  projecting  economic  activity.  These  include  the  "objectivity" 
of  the  approach;  its  flexibility  to  take  account  of  any  special  characteristics  of  the  period 
under  study;  its  convenience  of  use  and  ease  of  understanding;  and  the  cost  or  feasibility  of 
maintaining  the  required  information  on  a  current  basis.  Only  the  first  of  these  requires 
elaboration. 

"Objectivity"  is  the  extent  to  which  the  signal  used  gives  unambiguous  indications  of 
changes  in  the  economic  climate  whose  interpretation  analysts  generally  would  agree  on.  Thus, 
various  analysts  who  smooth  time  series  to  get  rid  of  erratic  (and  other)  movements  in  order  to 
derive  economic  barometers  frequently  arrive  at  different  notions  of  leads  and  lags  from  the 
same  body  of  data.  Dow  Theory  in  the  stock  market  is  perhaps  the  most  obvious  illustration, 
but  some  of  the  same  problems  characterize  the  interpretation  of  movements  in  any  economic 
series  with  relatively  large  and  frequent  erratic  swings.  Of  more  dubious  value  still  as  a  basis 
for  action,  or  at  least  for  government  action,  are  a  number  of  the  forecasting  series  whose 
composition  is  not  a  matter  of  public  knowledge  or  whose  movements  can  be  largely  a  function 
of  the  subjective  reaction  of  the  forecaster.  This  is  not  to  deny  the  value  of  good  judgment  as 
against  "objective"  data  alone  in  attempting  to  predict  the  course  of  future  events.  Some  of 
_the  most  elaborate  and  careful  mathematical  manipulations  of  data  have  been  notorious  failures 
in  their  forecasts,  whereas  some  people's  intuitive  appraisals  have  had  impressive  records. 
However,  while  good  judgment  will  probably  continue  to  be  an  important  attribute  of  success 
in  this  area,  scientific  progress  and  satisfactory  public  policy  must  depend  on  the  development 
of  signals  which  are  as  "objective"  as  it  is  possible  to  make  them. 


CONSTRUCTION  OF    FORECAST 

The  basic  approach  and  body  of  data  which  seem  to  the  writer  of  this  memorandum  to  best 
fill  the  desirable  criteria  for  a  cyclical  signal  (as  set  forth  in  the  preceding  section)  are  the 
simple  models  projecting  near-term  changes  in  the  major  sectors  of  the  gross  national  product 
on  the  basis  of  anticipatory  surveys  wherever  feasible,  past  relationships  between  the  various 
sectors  and  related  variables,  and  other  available  information.  This  involves  the  use  of  the 
annual  and  quarterly  projections  of  plant  and  equipment  expenditures  by  non-farm  business  as 
compiled  regularly  by  the  United  States  Department  of  Commerce  and  Securities  and  Exchange 
Commission  (as  well  as  by  McGraw-Hill  and  other  organizations);  the  annual  and  interim  p  ro- 

153 


jections  of  purchases  of  new  homes  and  of  major  items  of  durable  goods  by  consumers  as  com- 
piled by  the  Survey  Research  Center  of  the  University  of  Michigan  and  the  Board  of  Governors 
of  the  Federal  Reserve  System;  and  annual  estimates  of  Federal   government  purchases  of 
goods  and  services  from  budget  and  related  data. 

The  projections  of  plant  and  equipment  expenditures  by  business  and  purchases  of  new 
homes  by  consumers  derived  from  survey  data  should  be  checked  against  other  available  in- 
formation showing  various  types  of  advance  commitments  in  the  designated  areas:  these  in- 
clude the  new  and  unfilled  orders  on  the  books  of  equipment  manufacturers,  and  the  data  on 
residential  and  non-residential  building  permits,  contracts  and  starts.  The  projections  of  busi- 
ness expenditures  might  also  be  checked,  after  a  preliminary  gross  national  product  has  been 
built  up,  by  comparing  the  implied  level  of  sales  with  the  level  anticipated  by  business.  Stock- 
output  and  stock-income  ratios(i.e.,  the  ratios  of  the  stock  of  goods  in  the  hands  of  business  and 
consumers  to  output  and  income  respectively)  as  well  as  other  historical  relationships  may  be 
of  some  help  in  appraising  the  underlying  demand  for  capital  or  durable  goods  by  business 
and  consumers,  though  probably  not  in  short-term  developments. 

The  sectors  for  which  anticipatory  data  do  not  now  exist  on  any  comprehensive  basis  are 
consumption  expenditures  on  nondurable  goods  and  services,    business  inventory  investment, 
state  and  local  government  expenditures,  and  probably  less  important  certain  capital  outlays 
by  farmers  and  net  foreign  investment.  At  the  present  state  of  knowledge,  consumption  expendi- 
tures on  nondurable  goods  and  services  are  perhaps  best  projected  at  the  current  ratio  to  dis- 
posable income  —  roughly  adjusted  at  times  for  any  known  distortions  or  special  events  —  but 
further  testing  is  required  to  determine  how  best  to  combine  assumptions  as  to  the  constancy 
of  relationships  of  consumer  expenditures  and  income  with  the  anticipatory  data  on  consumer 
durables.  (Disposable  income  would,  of  course,  be  adjusted  for  at  least  one  autonomous  change, 
that  in  tax  rates).  Obviously  an  approach  based  on  the  projection  of  the  recent  past  would  not 
ordinarily  detect  turning  points  originating  in  purchases  of  nondurable  goods  and  services, 
though  it  is  difficult  to  conceive  of  such  a  change  in  consumers'  habits  which  both  initiated 
an  overall  economic  downturn  and  had  no  simultaneous  manifestations  in  their  purchases  of 
durable  goods.  It  is  possible  that  in  the  future  it  may  be  feasible  to  rely  on  survey  data  on 
plans  or  anticipations  to  estimate  prospective  outlays  by  consumers  on  nondurable  goods  and 
services,  but  as  yet  this  goal  is  far  distant  and  may  moreover  be  completely  unrealistic  in  view 
of  the  nature  of  such  expenditures.  The  survey  data  on  consumers'  general  income  and  price 
expectations  and  on  changes  in  their  financial  situation  and  outlook,  which  are  already  avail- 
able, may  prove  of  some  use  in  appraising  the  likelihood  of  changes  in  the  current  relation  of 
expenditures  on  nondurable  goods  and  services  to  disposable  income. 

Projections  of  business  inventory  investment  and  state  and  local  government  expenditures 
are  two  other  sectors  to  which  some  consideration  might  be  given.  Currently,  business  inven- 
tory investment  seems  to  be  best  approximated  by  a  lagged  relation  of  inventories  to  sales  at 
different  levels  of  distribution,  though  new  orders  data  and  information  on  inventories  by  stage 
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of  fabrication  also  cast  light  on  the  inventory  situation,  and  there  is  some  indication  that  in- 
ventory projections  may  be  improved  through  the  use  of  existing  series  on  anticipated  sales. 
Trends  in  state  and  local  outlays  change  fairly  slowly  and  can  be  extrapolated  for  the  near- 
term  on  a  reasonably  satisfactory  basis.  However,  it  would  be  very  helpful  if  survey  data 
could  be  collected  depicting  with  greater  accuracy  prospective  developments  in  both  of  these 
areas.  It  should  be  relatively  easy  to  initiate  a  survey  of  planned  or  anticipated  state  and 
local  government  expenditures  by  covering  periodically  a  relatively  small  sample  of  the  gov- 
ernment units  involved.  (Incidentally,  the  capital  outlays  by  farmers  not  now  covered  could  be 
handled  in  a  similar  manner.)  Potentially  more  important  though  beset  by  greater  difficulties 
would  be  the  initiation  of  a  comprehensive  periodic  survey  of  business  inventory  programs. 

In  view  of  the  volatility  of  inventory  investment  and  the  importance  of  the  role  played  by 
inventories  in  cyclical  swings,  any  systematic  collection  of  data  on  inventory  plans  of  busi- 
ness might  make  a  significant  contribution  to  forecasting  changes  in  business  conditions, 
even  though  only  voluntary  inventory  investment  can  be  covered  in  this  manner  and  changes  in 
inventory  programs  are  likely  to  be  much  more  frequent  than  in  plant  and  equipment.  At  the 
suggestion  of  the  writer  of  this  memorandum,  some  sample  data  along  these  lines  are  currently 
being  compiled  by  Fortune  Magazine,  and  a  systematic  study  of  the  potentialities  of  business 
programs  and  related  data  for  forecasting  inventory  movements,  as  compared  with  the  use  of 
past  relationships  between  inventories  and  other  variables,  is  now  under  way  at  the  University 
of  Pennsylvania  as  part  of  a  cooperative  study  with  businessmen  of  the  Role  and  Control  of 
Inventories. 

The  characteristics  of  these  anticipatory  data  which  particularly  commend  their  use  in 
the  construction  of  "signals"  relate  both  to  their  actual  record  of  performance  in  the  period 
following  World  War  II,  and  to  their  theoretical  attributes  as  a  forecasting  series.  The  series 
on  plant  and  equipment  programs  predicted  the  upsurge  in  fixed  capital  outlays  by  business 
after  World  War  II,  and  even  more  satisfactorily  the  slight  downturn  in  expenditures  in  1949; 
the  maintenance  of  capital  outlays  in  the  first  half  of  1950  was  correctly  foreseen  at  the  be- 
ginning of  the  year  but  as  might  be  expected  not  the  upturn  in  the  second  half  associated  with 
Korean  developments.  Since  1950  this  series  has  had  an  impressive  record  in  forecasting  nine 
to  twelve  months  in  advance  the  extent  as  well  as  direction  of  the  movements  in  actual  annual 
outlays  on  plant  and  equipment.  (The  longer-term  capital  programs  —  over  one  year  —  compiled 
from  time  to  time  may  prove  useful  for  longer-range  projections,  though  still  in  an  experimental 
stage.) 

While  the  evidence  is  not  as  clean-cut,  the  consumer  anticipatory  data  seem  to  have  suc- 
cessfully pointed  to  most  of  the  major  trends  in  consumer  durables  and  new  housing  in  recent 
years,  including  the  continued  strength  in  prospective  expenditures  on  durable  goods  apparently 
shown  by  survey  results  in  early  1949,  at  a  time  when  the  economy  generally  was  showing 
signs  of  slackening;  and  a  significant  downturn  in  expenditures  on  durables  for  1951  shown 
early  in  the  year,  at  a  time  when  most  analysts  were  concerned  with  further  inflation  and  buy- 
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ing  splurges.  Their  usefulness  could  be  further  enhanced  by  prompter  compilation  of  the  data 
and  more  frequent  surveys.  The  general  trends  in  United  States  Government  purchases  of  goods 
and  services  also  appear  to  have  been  indicated  fairly  well  a  year  ahead  by  reliance  on  budget 
and  related  data,  though  a  careful  study  of  the  relationship  between  actual  and  projected  gov- 
ernment expenditures  is  needed  to  test  this  tentative  conclusion. 

In  the  opinion  of  the  writer  of  this  memorandum,  these  anticipatory  data  in  conjunction 
with  the  framework  of  analysis  outlined  have  performed  better  than  generally  available  alter- 
native devices  for  forecasting  economic  trends  in  the  postward  period,  and  have  given  so  far  a 
reasonably  satisfactory  basis  for  short-term  prediction.  They  have  found  increasing  acceptance 
both  among  business  firms  and  government  agencies  confronted  with  the  necessity  of  making 
forecasts.  However,  it  must  be  recognized  that  such  data  have  been  available  for  testing  for  a 
relatively  short  period  —  the  postwar  years  —  and  have  not  yet  been  faced  with  a  major  re- 
cession. Even  though  there  is  reason  for  believing,  on  the  basis  of  the  record  so  far  and  from 
theoretical  considerations,  that  these  data  may  successfully  forecast  turning  points,  it  is  quite 
possible  they  may  not  be  able  to  indicate  the  extent  of  a  reversal  in  movement  in  view  of  the 
impact  of  cumulative  effects.  On  the  other  hand,  they  still  might  be  able  to  differentiate  be- 
tween a  major  and  minor  change  in  economic  conditions.  Further  experience  is  required  to  give 
a  satisfactory  answer  to  this  point. 

Apart  from  their  record  of  performance  which  though  good  is  by  no  means  definitive,  the 
anticipatory  data  and  approach  outlined  seem  to  possess  to  a  greater  extent  than  other  bodies 
of  data  and  procedures  the  desirable  characteristics  of  objectivity,  flexibility  and  convenience 
of  use  and  ease  of  understanding.  Though  this  approach  is  somewhat  more  costly  than  the  al- 
ternatives available,  the  difference  in  cost  is  not  of  major  significance.  The  relatively  unam- 
biguous nature  of  the  economic  projections  derived  from  anticipatory  data  contrasts  favorably 
with  the  difficulties  in  deriving  a  reasonably  clear  forecast  of  an  economic  turning  point  from 
the  statistical  indicators  used  by  the  National  Bureau  of  Economic  Research,  and  is  more 
satisfactory  as  a  basis  for  action  than  the  predictions  of  a  group  of  "experts"  even  if  a  gener- 
ally acceptable  group  could  be  found  whose  record  of  performance  was  as  good.  The  integration 
of  these  anticipatory  data  within  a  gross  national  product  (and  income)  framework  not  only 
places  each  of  the  series  in  a  proper  perspective,  and  projects  developments  in  major  sectors 
of  the  gross  product  as  well  as  in  the  total,  but  permits  a  number  of  useful  checks  of  reason- 
ableness and  internal  consistency.  In  a  period  when  a  particular  sector  of  the  economy  appears 
most  vulnerable,  it  is  possible  to  set  up  more  frequent  and  intensive  surveys  and  analyses  of 
that  area. 

As  suggested  previously,  it  is  neither  necessary  nor  desirable  to  rely  on  any  one  approach 
alone.  Panels  of  experts  and  industry  specialists  can  serve  a  useful  purpose  in  pointing  out 
areas  of  strength  and  weakness  omitted  in  the  type  of  analysis  indicated  above,  the  special 
characteristics  of  the  situation  and  the  sectors  to  be  particularly  watched.  The  statistical  in- 
dicators compiled  by  the  National  Bureau  of  Economic  Research  should  also  be  used  to  the 
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greatest  extent  possible  to  confirm  or  take  issue  with  projections  of  imminent  changes  in  the 
economic  situation. 


NATIONAL  BUREAU  INDICATORS 

The  National  Bureau  has  on  the  basis  of  a  careful  examination  and  detailed  analysis  of 
the  more  than  600  time  series  referred  to  earlier  tentatively  selected  eight  series  which  per- 
form best  as  "leaders",  eight  series  which  are  most  satisfactory  in  roughly  coinciding  with 
general  cyclical  movements,  and  five  consistent  "laggers".  It  should  be  noted  that  the  list 
of  over  600  time  series  while  comprehensive  in  scope  is  far  from  exhaustive  in  its  coverage 
of  significant  economic  activities.  A  number  of  potentially  important  areas  are  not  too  well 
covered  for  lack  of  resources,  inadequacy  of  information  or  recency  of  development  of  data.  To 
give  only  one  example,  various  measures  of  tightness  in  the  money  and  capital  markets  could 
prove  valuable  as  additional  indicator  series;  in  this  connection,  the  usefulness  of  price  in- 
dices for  new  security  issues  and  Securities  and  Exchange  Commission  data  on  the  volume  o  f 
"sticky"  new  issues  should  be  explored. 

The  major  interest  for  purposes  of  this  memorandum  is  in  the  National  Bureau  leaders,  but 
the  roughly  coincident  series  are  also  of  some  importance  since  the  leaders,  or  any  other  fore- 
casting series,  are  far  from  infallible,  and  it  is  useful  to  recognize  the  onset  of  a  recession  as 
fast  as  possible  when  the  advance  signals  fail.  The  National  Bureau  implies  that  the  eight 
tentative  leaders  as  a  group,  though  no  one  alone,  seem  to  signal  satisfactorily  changes  in 
business  trends.  These  leaders  consist  of  new  orders  (Dep  artment  of  Commerce  series  on 
value  of  new  orders  of  durable  goods  placed  with  manufacturers);  private  construction  con- 
tracts and  permits  (two  series  —  Dodge  residential  building  contracts  and  commercial  and 
industrial  building  contracts);  average  hours  worked  per  week  (Bureau  of  Labor  Statistics 
manufacturing  series);  stock  exchange  prices  (Dow  Jones  industrials);  business  failures  (Dun's 
industrial  and  commercial  liabilities  —  inverted);  number  of  new  incorporations  (Dun's);  and 
wholesale  prices  of  basic  commodities  (Bureau  of  Labor  Statistics  28  commodity  index). 

The  average  "leads"  for  each  of  these  series  as  computed  or  estimated  by  the  National 
Bureau  ranged  from  2  to  10  months  at  business  peaks  with  a  fairly  high  but  perhaps  not  too 
serious  degree  of  variability  between  cycles.  However,  these  leads  as  computed  apparently 
do  not  allow  for  the  time  required  to  determine  that  each  of  the  series  involved  has  in  fact 
reached  a  peak.  With  such  an  allowance,  it  is  doubtful  that  much  lead  would  be  left  but  this 
still  remains  to  be  tested.  It  may  be  noted  that  certain  of  these  series,  viz.,  new  orders,  con- 
struction contracts  and  permits,  would  automatically  be  used  in  the  gross  national  product 
type  of  projection  described  above.  The  others  should  also  be  followed  regularly  since  they 
do  give  further  insight  into  different  aspects  of  the  business  situation  probably  somewhat  in 
advance  of  most  alternative  economic  series. 
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The  eight  "roughly  coincident"  series  selected  by  the  National  Bureau  include  freight 
carloadings,  total  corporate  profits,  bank  debits  outside  New  York  City,  gross  national  product, 
Federal  Reserve  Board  index  of  production,  Bureau  of  Labor  Statistics  non-agricultural  em- 
ployment, Census  unemployment,  and  B.L.S.  wholesale  commodity  prices  (exclusive  of  farm 
and  food  products).  For  measuring  what  was  happening  to  overall  business  activity,  it  would 
appear  that  generally  gross  national  product  alone  would  be  sufficient.  However,  some  of  the 
other  series  —  particularly  production,  employment  and  prices  —  are  useful  in  making  or  check- 
ing preliminary  estimates  of  gross  national  product. 

In  addition  to  the  designation  of  individual  economic  series  as  leaders,  roughly  coincident 
series,  and  laggers,  and  the  selection  of  key  indicators  in  each  category,  the  National  Bureau 
has  developed  a  somewhat  different  though  related  type  of  signal  —  viz.,  the  proportion  of 
series  (representing  different  economic  activities)  which  are  expanding.  This  proportion  is 
normally  based  on  over  600  time  series  but  can  of  course  be  derived  for  any  larger  group  or 
subgroup.  According  to  the  latest  (33rd)  annual  report  of  the  National  Bureau  "the  cycle  in 
aggregate  activity  has  been  invariably  preceded  by  a  remarkably  regular  cycle  in  the  propor- 
tion of  individual  activities  undergoing  expansion  ...  its  movements  have  led  by  a  considerable 
interval  the  movements  of  aggregate  activity  itself."  The  indicated  "lead"  (it  might  perhaps 
as  easily  be  called  a  "lag")  in  the  proportion  of  expanding  series  is  not  at  all  surprising 
since  it  simply  reflects  the  fact  that  most  economic  activities,  but  not  all,  reach  their  peak 
or  trough  near  the  corresponding  business  turns.  For  the  lead  to  be  useful,  it  must  first  be 
reasonably  constant  so  that  it  indicates  when  a  business  turn  is  coming,  and  second  it  must 
be  based  on  unadjusted  data  or  allow  for  the  time  required  to  make  any  required  adjustments. 
In  at  least  the  second  respect,  it  is  difficult  to  tell  without  further  testing  whether  the  ap^ 
proach  has  much  predictive  value  when  applied  to  the  analysis  of  current  conditions. 

The  National  Bureau  has  stressed  the  fact  that  even  if  the  proportion  of  expanding  series 
does  not  forecast  a  change  in  trend  much  in  advance,  such  a  statistical  measure  may  still  be 
highly  useful  in  appraising  the  likely  dimensions  or  magnitude  of  a  cyclical  movement.  Thus, 
for  the  period  between  World  War  I  and  II,  the  Bureau  finds  a  close  inverse  relationship  be- 
tween the  proportion  of  expanding  series  several  months  after  the  peak  and  the  ultimate  depth 
of  the  subsequent  contraction.  Though  the  significance  of  this  finding  will  depend  on  the  time 
lag  required  before  such  information  is  available  and  on  tests  of  its  performance  vs.  more  ag- 
gregative measures,  as  well  as  on  observations  in  the  post  World  War  II  period,  the  tentative 
result  seems  sufficiently  promising  to  warrant  its  use  as  one  of  the  indications  of  the  pros- 
pective magnitude  of  a  cyclical  movement. 


SIGNALS   FOR  ACTION 

Presumably  action  to  avert  recession  (or  other  maladjustments)  is  called  for  when  the  ex- 
pectation of  gain  from  such  action  is  greater  than  the  expectation  of  loss, or  if  there  is  a  suf- 
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ficiently  high  probability  that  if  the  action  is  not  taken  the  situation  may  deteriorate  dras- 
tically, and  the  action  by  itself  is  not  likely  to  cause  any  serious  damage.  If  an  unequivocal 
signal  of  a  recession  were  available  giving  forecasts  characterized  by  perfect  reliability  and 
timing  and  indicating  the  extent  to  which  the  various  sectors  of  the  economy  would  be  af- 
fected, some  analysts  would  still  question  the  desirability  of  "interference  with  the  free  play 
of  market  forces"  in  the  belief  that  even  with  such  a  hypothetical  signal  there  is  no  assur- 
ance that  the  economic  or  social  gains  of  action  would  offset  the  losses.  However  the  number 
who  would  object  to  positive  measures  if  a  serious  recession  were  known  to  be  imminent  is 
becoming  increasingly  smaller. 

The  possible  undesirable  consequences  of  positive  measures  that  might  give  the  economy 
an  inflationary  impetus,  create  or  prevent  the  elimination  of  inefficiencies  in  the  system,  or 
infringe  to  some  extent  on  freedom  of  economic  action  are  generally  not  apt  to  be  regarded  as 
good  enough  reasons  for  inaction  if  the  alternative  is  known  to  be  a  major  downturn.  However, 
economic  forecasting  is  not  capable  of  giving  such  knowledge,  and  a  practical  question  which 
arises  is  whether  in  view  of  the  uncertainty  of  predictions  it  would  not  be  advisable  to  delay 
action  until  the  recession  had  become  manifest,  in  which  case  the  signal  for  action  would  be 
that  business  activity  had  turned  down  rather  than  was  likely  to  turn  down.  The  answer 
basically  depends  on  the  relative  dangers  involved  in  the  snowballing  aspects  of  a  downturn 
and  in  the  ill  effects  of  preventive  action. 

The  dangers  of  preventive  action  to  avoid  recession  are  greatest  when  economic  condi- 
tions are  strongly  inflationary  or  when  the  measures  taken  are  comparatively  drastic.  These 
dangers  can  in  good  part  be  avoided.  In  a  real  inflation,  it  is  difficult  to  conceive  of  any 
sensible  method  of  forecasting  which  would  suggest  action  against  recession.  It  is  only  in  a 
period  of  relative  price  stability  where  economic  indexes  generally  and  the  gross  national 
product  in  particular  seem  to  be  leveling  off,  and  signs  of  strain  proliferate,  that  economic 
indicators  are  likely  to  give  a  signal  of  recession.  Moreover,  it  is  neither  necessary  nor  de- 
sirable to  adopt  drastic  counter-measures  as  soon  as  the  available  signals  point  to  a  reces- 
sion. More  moderate  and  preferably  readily  reversible  action  is  called  for  first,  with  other 
measures  awaiting  reasonably  convincing  evidence  that  a  major  downturn  is  under  way. 

It  has  already  been  suggested  that  the  most  satisfactory  approach  to  forecasting  economic 
turns  involves  the  construction  of  simple  gross  national  product  (and  income)  models  project- 
ing the  major  sectors  of  the  current  gross  national  product,  as  far  ahead  as  feasible,  on  the 
basis  of  surveys  of  budgets,  plans  or  anticipations,  building  permits,  contracts  and  starts,  new 
and  unfilled  orders,  and  relationships  among  the  product,  income  and  other  variables  in  the 
recent  past.  Such  models  should  be  constructed  for  a  year  ahead  with  some  indication  of  the 
trends  by  quarters  or  at  least  half  years.  The  indications  obtained  in  this  manner  should  be 
checked  and  rechecked  with  panels  of  experts  and  major  industry  specialists,  and  by  the  more 
promising  specific  indicator  series  previously  discussed  which  are  not  used  directly  in  the 
projection  of  the  current  gross  national  product. 
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Given  the  basic  projection  and  check  on  its  reasonableness,  the  problem  which  remains 
is  to  decide  at  what  stage  the  projection  is  to  be  considered  a  signal  for  positive  action  to 
prevent  recession.  Value  judgments  will  obviously  influence  the  decision.  However,  it  seems 
reasonable  that  if,  in  the  absence  of  markedly  inflationary  conditions  in  the  recent  past,  the 
basic  projection  of  the  gross  national  product  for  the  forthcoming  year  points  to  a  turning  point 
sometime  in  the  year  but  not  one  of  major    proportions  (along  the  lines  indicated  at  the  begin- 
ning of  1949),  the  Government  should  take  some  steps  to  prevent  recession  including  the  par- 
tial reversal  of  action  previously  instituted  to  control  inflationary  forces.  These  steps  might 
well  include  monetary  measures  to  ease  moderately  the  terms  of  financing  plant  and  equipment, 
housing  and  other  goods,  except  in  those  sectors  where  the  expansion  or  debt  structure  al- 
ready appears  unhealthy. 

The  steps  taken  need  not  be  confined  to  the  monetary  field  alone  and  may  cover  the  en- 
tire range  of  Government  fiscal  and  other  policies,  but  any  measures  adopted  at  this  stage 
should  be  moderate  in  scope  and  like  monetary  measures  readily  reversible.  In  part  it  is  a  mat- 
ter of  economic  and  social  philosophy  (or  perhaps  given  the  present  status  of  knowledge  it  is 
simply  a  question  of  feel  or  taste)  whether  the  Government  should  have  as  an  overriding  ob- 
jective the  prevention  of  any  downturn.  As  a  practical  matter,  the  Government  ordinarily  will 
not  and  probably  should  not  have  such  an  aim  if  the  period  preceding  the  downturn  is,  like  the 
present,  one  of  exceedingly  low  unemployment.  The  fundamental  justification  for  some  action 
at  this  stage  is  the  fact  that  the  projection  of  a  moderate  downturn  is  normally  subject  to  a 
considerable  margin  of  error,  and  the  danger  of  more  serious  developments  is  ordinarily  suf- 
ficient to  warrant  braking  action. 

If  the  recessionary  forces  gain  impetus  and  either  a  subsequent  basic  projection  or  later 
measures  of  actual  business  activity  (current  gross  national  product)  point  to  a  more  serious 
downturn  than  had  been  forecast  earlier,  Government  action  to  avert  a  major  dep  ression  must 
be  intensified.  Even  with  accurate  forecasts,  the  point  or  points  at  which  the  Government 
should  fire  its  heavy  artillery  —  sharply  reduced  taxes,  major  public  work  and  other  expendi- 
tures programs,  substantial  deficits,  etc.  —  cannot  be  stated  with  any  precision  in  the  absence 
of  a  consensus  regarding  the  flow  of  economic  activity  (or  magnitude  and  duration  of  unemploy- 
ment) which  should  be  permitted  and  in  view  of  the  uncertainty  in  the  quantitative  impact  of 
specific  policies  on  the  total  national  product.  Perhaps  an  acceptable  approach  to  the  problem 
would  be  for  the  Government  to  attempt  to  fully  compensate  for  projected  declines  in  gross 
national  product  only  after  unemployment  has  reached  some  level  like  three  to  four  million  or 
any  other  figure  regarded  as  somewhat  below  the  maximum  permissible. 

Whatever  policy  decision  is  reached  on  the  dimensions  of  a  decline  in  economic  activity 
which  the  Government  should  go  "all  out"  to  avoid,  the  degree  of  reliance  on  a  projection  of 
a  substantial  drop  in  gross  national  product  should  be  greater  if  the  various  checks  referred 
to  earlier  also  suggest  a  major  downward  movement.  In  other  words  if  there  is  agreement  be- 
tween the  basic  projection  and  other  indicators,  the  confidence  in  the  forecast  is  increased 
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and  a  good  case  can  be  made  for  stronger  action  without  waiting  for  the  unfolding  of  events. 
If  there  is  significant  disagreement  among  the  indicators,  more  definitive  corroboration  of  the 
downturn  should  be  awaited  before  taking  strong  measures.  This  is  particularly  true  when  current 
activity  is  high  but  becomes  more  subject  to  qualification  as  the  economy  approaches  a  lower 
level. 


CURRENT   SITUATION 

In  a  period  such  as  the  present  when  the  economy  has  been  operating  virtually  at  capacity 
rates  without  any  significant  reversal  for  a  record  number  of  years,  the  stocks  of  capital  and 
other  goods  in  the  hands  of  consumers  and  business  firms  built  up  to  unprecedented  levels,  and 
the  characteristics  of  the  final  stages  of  a  boom  become  increasingly  evident,  it  is  particu- 
larly important  to  have  up-to-date  forecasts  of  the  near-term  future.  It  is  of  course  not  enough 
to  know  that  a  recession  follows  prosperity  or  that  the  longer  the  prosperity  the  closer  the 
downturn.  Nor  is  it  enough  to  know  that  careful  projections  at  the  end  of  last  year  or  beginning 
of  this  year  (1953)  showed  little  cause  for  immediate  concern  and  even  less  basis  for  action. 

A  major  deficiency  in  the  construction  of  a  current  projection  is  the  absence  of  interim 
data  on  expenditure  plans  and  anticipations  for  a  year  ahead,  particularly  by  consumers  where 
the  data  are  least  up-to-date.  Such  data  should  normally  be  collected  semi-annually  as  a  mini- 
mum and  preferably  quarterly.  The  data  on  plant  and  equipment  programs  are  on  a  reasonably 
current  basis,  though  a  good  argument  could  be  made  for  having  an  interim  annual  survey 
around  mid-year  in  addition  to  the  regular  quarterly  data  available  at  that  time  (and  the  regular 
annual  survey  at  year-end).  However,  the  data  on  consumer  intentions  to  purchase  new  homes, 
automobiles  and  other  major  durables  —  sectors  which  are  of  critical  importance  —  are  not 
nearly  current  enough,  and  an  interim  survey  seems  highly  desirable  rather  than  waiting  for 
next  winter  when  the  information  would  be  collected  as  a  matter  of  course.  -' 

The  need  for  as  reliable  an  interim  projection  as  possible  has  been  intensified  by  the  cut 
in  Government  expenditures  below  previous  anticipations,  the  unknown  effects  of  a  Korean 
truce  on  business  plans,  substantial  inventory  accumulation  —  probably  much  of  it  unplanned  — 
in  the  last  quarter  for  which  data  are  available,  the  downward  movement  in  housing  starts,  and 
the  signs  of  weakness  in  several  of  the  more  sensitive  economic  series.  These  indications  by 
no  means  necessarily  presage  a  recession  in  the  next  few  months  or  year;  they  merely  under- 
line the  need  for  frequent  reviews  of  economic  forecasts. 


1/  This  information,  on  consumer  intentions  to  purchase  homes  and  major  durables  in  1954,  was  compiled  in 

March,  1954.  Both  these  data,  and  the  data  on  plant  and  equipment  programs  for  1954  compiled  a  month  earlier, 
point  to  a  moderate  decline  in  expenditures  from  the  1953  levels. 


161 


Date  Due 

JUN  1    6«5j 

JUN     4,'. 

>6 

SEP    S"« 

UG  3  III 

85 

Additional  copies  at  $1.00  each  may  be  secured  from 
COMMITTEE  FOR  ECONOMIC  DEVELOPMENT 

444  Madison  Avenue,  New  York  22,  N.  Y. 


First  Printing  —  Printed  in   U.S.A.,  September   1954    (66-,0) 


I      I 


Q  1  3 4-2 r 


Problems  in  anti- recession  pol  main 
338.973C7342p 


3  !Eb2  OBS^  37SM 


